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Proposed 382 Regulations take some 


doubtful positions on loss carryovers 


by PAUL A. TESCHNER 


Section 382 of the Code limits loss carryovers after specified changes in the 


ownership and the business of a corporation. Mr. 


Teschner here examines the 


newly proposed Regulations on the section, stressing particularly the controversial 


positions taken by the IRS, the ones likely to be litigated if unchanged. 


‘Nix YEARS AFTER the enactment of Code 
382 


issued his proposed Regulations suggest- 


Section the Commissioner has 
ing the interpretation he would like the 
courts to follow when they apply that 
section to a given set of facts. Of most 
immediate interest to tax lawyers will 
be the portion of the Section 382(a) pro- 
posed Regs. that attempt to incorporate 
the Libson rule (that losses can be car- 


ried forward only against the profits of 


the same economic business). In_ this 
Libson rule, and in quite a few less im- 
portant aspects, the proposals under 


2Q9 


Section 382(a) might well be invalid and 
should be amended before final adop- 
tion. On the other hand, the proposed 
Regulations under Section 382(b), deal- 
ing with changes of ownership as a re- 
sult of a reorganization, follow the 
statute closely and are largely justified 


as interpretations of that subsection. 


Section 382(a) 


Section 382(a) deals with the purchase 
of a corporation and the change in its 
trade or business. If it applies, the net 
the 
poration are completely eliminated. [In- 


operating loss carryovers of cor- 
cidentally, and by way of contrast, it 
that, if of 
ownership through a reorganization, re- 
quired by Section 382(b), 


carryovers may be merely reduced pro- 


should be noted continuity 


is lost, loss 
portionately. | 

Section 382(a) does not apply unless 
both conditions are met: There must be 
the 
ownership of the corporation’s outstand- 


a 50-percentage-point change in 
ing stock over a two-year period and 


the corporation must fail to carry on 


the same trade or business before and 
after the change of ownership. Because 
of these time specifications in Section 
382(a), one of the important considera- 
tions in determining its applicability 
will fixing the date upon which 
stock is acquired by a new owner. The 
first notable provision of the proposed 
upon this 
statement that “stock acquired by the 


be 


Regulations point is the 
exercise of an option shall be con- 
sidered as having been acquired on the 
date the option was acquired.” Pro- 
posed Regs. Section 1.382(a)-1(a)(2)(ii). 
1.382(a)-1(b) 
restates the circumstances under which 


Proposed Regs. Section 


Section 382(a) wil be applicable; this 
restatement largely follows the language 
of Section 382(a) of the Code (i.e., (1) 
a 50-percentage-point change in owner- 
ship, (2) attributable to a direct or in- 
direct purchase or a decrease in the 
amount of outstanding stock of the loss 
corporation, and (3) failure of the loss 
corporation to carry on substantially the 
same trade or business). Proposed Regs. 
Section 1.382(a)-1(b)(2)(iv) states that a 
change of ownership will come under the 
statutory ban if it is attributable to any 
combination of direct and indirect pur- 
chases and reduction in amount of stock 
outstanding of the loss corporation. 
The first operational limitation upon 
the applicability of Section 382(a) is 
that the proscribed 50-percentage-point 
change in ownership must occur in the 
holdings of “10 persons” who own, 
actually and constructively, the largest 
percentage of the fair market value of 
the outstanding stock of a loss corpora- 
tion at the end of a current year. There 


are two possibilities that the number 
of persons selected will actually exceed 
10: (1) attribution of ownership under 
Section 318, in which case all members 
of the attribution group shall be con- 
sidered as “one person”; (2) inclusion 
of persons who own the same _per- 
centage of the stock of the loss corpora- 
tion as is owned by any one of the 10 
persons who are included in the first 
instance. 





Proposed Regs. Section 1.382(a)-1(c)(2), | 
(3) illustrates the method by which the | 


“10 persons” shall be selected — broken 
down into steps, the procedure would 
be as follows: 

First step: Select the 10 
who at the end of a current year own 


persons 


the greatest percentage of the fair mar- 


ket value of the stock of the loss cor- | 


poration, list these persons and then in- 
clude any additional persons who own 
the same percentage of that stock as the 
tenth person listed. 

Second step: Apply the Section 318 
constructive ownership principles to 
those selected under step one. 

Third step: Recount the persons se- 
lected under step one by including as 
“one person” all those within the con- 
structive ownership area. 

Fourth step: Select additional share- 
holders of the loss corporation so as 
again to reach the required number of 
“10 persons.” Again, add to this basic 
10 


holders who own the same _ percentage 


number of any additional 
of shares of the loss corporation as the 
newly identified tenth person. 

Fifth step, etc.: Repeat the second, 
third, and fourth steps, if necessary. 


Change of ownership defined 

Proposed Regs. Section 1.382(a)-1(d) 
defines a “change of ownership” as oc- 
curring “. . . only if the stock ownership 
of the 10 persons (more or less) selected 
. . . has increased at least 50 percentage 


’ 


points. Upon this point, Section 
382(a)(1)(A) points out that a change of 
ownership has occurred if “any one or 
more of those [10] persons” owns at 
least 50 percentage points more of stock 
of the loss corporation than he owned 
at the beginning either of the current 
year or the prior year. The Regulation 
would intra-group 
changes of over 50 percentage points so 


definition allow 
long as stock ownership by the entire 
group did not change to that extent. 
There is more than a slight doubt that 
the really intends to 
abide by this definition. 


Commissioner 


share- | 
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umber The Regulations recognize that the 
xceed | question whether there has been a 
under } change of ownership ‘of a loss corpora- 
mbers | tion’s stock is not reached unless the 
con- | loss corporation changed its trade or 
lusion | business after the first increase in per- 
pe centage-point ownership of its stock 
rpora-| taken into account in determining 
he 10 | whether a change of ownership had oc- 
first | curred. Proposed Regs. Section 1.382(a)-1 
(d)(2)(i). 
(c)(2 If there has been a change in the 
h the trade or business of the loss corporation 
roken after that date, then it becomes neces- 
would | sary to determine if the prohibited 
/ change of ownership has occurred. The 
ersons | ownership of the loss corporation stock 
r own is of the end of the current taxable 
mat year is first compared with such owner- 
S$ Col ship at the beginning of that current 
en in year; if there was no _ 50-percentage- 
» own } point change during that year, then 
as the ywnership at the end of the current 
year is compared with the ownership at 
n 318 he beginning of the preceding year. 
es t Proposed Regs. Section 1.382(a)-1(d)(2) 
ii). For the current-year test, the trade 
ns s§ or business at the end of the year is 
ing compared with the trade or business at 
con. | the first increase in ownership during 
that current year; if the change in the 
share- } trade or business did not occur during 
sO that period, then the change must have 
ber o curred after the first increase in 
basi wwnership in the preceding taxable 
shar year. Zbid. at (iii). 
ntage ) 
ne the Was business changed? 

Whether a taxpayer's first inquiry 
econd should be whether there was a change 
Ty in the trade or business or whether there 

was a prohibited change of ownership 

is largely a chicken-or-egg proposition. 
a)-1(d But when it becomes necessary to de- 
as Oo termine whether or not a change of 
ership | ownership has occurred, proposed Regs. 
‘lected | Section 1.382(a)-1(d)(3) outlines and il- 
entage lustrates the following steps: 
eCtiO} Step one: Determine the percentage 
nge of ) of the total fair market value of the 
me or | loss corporation’s stock owned (both 
vns actually and constructively) by each of 
f stock | the “10 persons” who were selected as 
owned | indicated above as of the close of the 
urren current taxable year. [This first step 
ilatio really constitutes the outcome of steps 
-group | one through four in our prior illustra- 
ints s tion, in which we selected the 10 per- 
entire sons.]| A computation of percentage of 
extent stock owned should proceed separate- 
yt that f ly for each individual person, albeit 
ids to} that any given individual person was 


considered part of a person for purposes 











of selecting the “10 persons” in the 
first instance. 

Step two: Compute the percentage 
of the fair market value of the loss cor- 
poration stock owned at the beginning 
of the current year and also at the be- 
ginning of the prior year and list these 
percentage ownerships in parallel col- 
umns alongside the column containing 
the listing of the ownership percentages 
at the end of the current year. 

Step three: Compare the percentage 
owned by each individual person as of 
each date and note the percentage point 
increases. In any case in which there 
has been an increase, determine the por- 
tion of each such increase which is at- 
tributable to (1) direct purchase, (2) in- 
direct purchase, and (3) a decrease in 
the outstanding stock of the loss cor- 
poration (not attributable to a Section 
303 redemption). 

Step four: Total the increases which 
are attributable to those three methods 
of increase — the resulting totals will 
determine if there has been a change 
in ownership of 50 percentage points 
or more. 

It is worthy of note that even though 
stock 
structively by each individual determines 


owned both actually and con- 
the percentage point increase of that in- 
dividual between the critical dates, it is 
necessary for that individual personally 
to acquire stock through one of the 
three methods before the percentage 
point increase of that individual may 
be taken into consideration in deter- 
mining whether the prohibited change 
of ownership has occurred. In setting up 
work sheets to determine whether the 
prohibited degrees of percentage point 
increases have occurred, the following 
eight columns may be utilized: 

1. Stockholder 

2. End of current year 
3. Beginning of current year 
4. Beginning of prior year 
5. Percentage-point increase 

(a) Prior year 

(b) Current year 
6. Point-percentage increase attribu- 
table purchase, etc. 

(a) Prior year 
(b) Current year 

After the work sheets are set up, the 
“10 persons” listed, and the seven other 
suggested columns completed, the fol- 
lowing procedure may be followed: 

1. Total the percentage point increase 
attributable to one of the covered meth- 
ods (direct purchase, indirect purchase, 
or decrease in outstanding stock of the 


Corporations, stockholders + 131 


[Paul A. Teschner, a member of the 
Illinois bar, is a partner in the Chicago 
law firm of Pope, Ballard, Uriell, Ken- 
nedy, Shephard & Fowle.] 





loss corporation) during the current 
year. See proposed Reg. Section 1.382(a)- 
1(d)(4), example 1 at (xi). 

2. If no 50-percentage-point increase 
occurred during the current year, com- 
pute the percentage point increase since 
the start of the prior year. Ibid. at (xii). 

If the result of step two indicates that 
there has been no 50-percentage-point 
increase between the beginning of the 
prior year and the end of the current 
year, naturally there has been no pro- 
hibited change of ownership and it is 
not necessary to be concerned about the 
intricacies, much less the validity, of the 
provisions of the proposed Regulations 
concerning changes in trade or business. 
If an increase of 50 percentage points 
or more has occurred, however, Section 
382(a) does apply. On this point, it 
should be remembered that even though 
the forbidden percentage-point increase 
has occured since the beginning of the 
prior year and before the end of the cur- 
rent year, net operating loss carryovers 
to the prior year are proper and it is 
only the net operating loss carryovers 
from the prior years and earlier years to 
the current year which are lost. 


Defining purchase 
Proposed Regs. Section 1.382(a)-1(e) 
defines purchase as contained in Section 
382(a)(1)(B)(i) and 382(a)(4). 
Section 382(a)(4) itself limits purchase 


Section 


to an acquisition of stock the basis of 
which is determined solely by reference 
to its cost to the acquirer and further re- 
quires that the acquisition be from a 
person other than one whose ownership 
of that stock would be attributed to the 
acquirer under Section 318. The Regu- 
lations state that “solely by reference to 

. cost” precludes situations in which 
the transferee takes either the trans- 
feror’s basis or a substituted basis de- 
termined by reference to the basis of 
property exchanged by the transferee for 
the stock. Of course if a taxable ex- 
change is involved, the basis of the stock 
received would not be a substituted basis 
and therefore would be determined 
“solely by reference to [the stock’s] .. . 
cost.” Insofar as the applicability of the 
constructive ownership rules to the 
identity of the transferor is concerned, 
the proposed Regulations enunciate a 


rule of partial attribution: If the ac- 
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quirer is considered as owning less than 
all of the stock owned by. the transferor, 
then the acquirer is considered as own- 
ing immediately before the acquisition 
only the number of shares acquired 
times that percentage, 

At this point, we come to the first 
provision of the proposed Regulations 
in which the Commissioner may have 
overreached himself. Proposed Regs. Sec- 
tion 1.382(a)-1(e)(2) states that if a per- 
son acquires stock “with a view to” in- 
voking the constructive ownership rule 
so as to prevent a later acquisition of 
stock by or from him as being charac- 


terized as a “‘purchase,” the earlier ac- 
quisition will be disregarded insofar as 
of whether the later 
acquisition is a “purchase” is concerned. 


a determination 


Pressing this questionable interpretation 
further, the Commissioner also proposes 
to disregard, in determining whether an 
acquisition of stock is a “purchase,” neg- 
ligible direct holdings of stock or negli- 
gible interests in a partnership or trust 
which in turn owns such stock. Again, 
one looks to the statute in vain for the 
statutory grounding for this rule of 
“negligible holdings.” 

Section 382(a)(1)(B)(i) lists as methods 
of acquisition which come within the 
operation of Section 382(a), in addition 
to a direct purchase of loss corporation 
. stock of 
another corporation owning stock in 


stock, ‘a purchase... of . 
[the loss] corporation, or an interest in 
a partnership or trust owning stock in 
such [loss] corporation. .”’ The pro- 
posed Regulations apply a rule of pro- 
portional attribution to such cases of 
indirect purchase: First, a determination 
is made of the percentage interest in the 
entity which owns the loss corporation 
stock purchased by the person whose in- 
direct purchases are under scrutiny; 
then the number of shares of loss cor- 
poration stock owned by that entity is 
multiplied by the percentage interest 
so purchased and the resulting number 
of shares will be attributed as an indi- 
rect purchase by that person. Proposed 
Regs. Section 1.382(a)1-(f). This rule of 
proportional attribution applies whether 
the ownership of loss corporation stock 
is by a corporation, a partnership, or a 
trust. The 


ownership by corporations give no con- 


proposed Regulations on 
sideration to control by the majority 
shareholders. Nor do they indicate con- 


cern about the different types of inter- 


ests (€.g., remainder, income) that 
might be purchased in a trust estate. As 
to trusts, the proposed Regulations 
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simply state that attribution of loss cor- 
poration stock to a person who pur- 
chases an interest in a trust is to be de- 
termined “on an actuarial basis.” Ibid. 
at (2). 


Changes through stock decrease 


A direct or indirect percentage-point 
increase of ownership of loss corpora- 
tion stock may result as easily from a 
decrease in stock outstanding (or a de- 
crease in stock oustanding of a cor- 
poration which owns stock in the loss 
corporation) as from a direct or indi- 
rect purchase of loss corporation stock. 
Section 382(a)(1)(B)(ii) so provides and 
proposed Regs. Section 1.382(a)-1(g) in- 
terprets this provision. Subject to some 
is the proposed Regulation 
provision that an increase in percentage 


question 


points may be caused by a decrease in 
the oustanding stock of a corporation 
“directly indirectly” 
stock in the loss corporation. Jbid. at 
(2). A decrease in the first tier of indi- 
rect ownership is mentioned in the 


which owns or 


statute itself, but the proposed Regula- 
tions seek to establish successive tiers of 
indirect ownership. If that provision 
of the proposed Regulations is valid, 
then a decrease in the outstanding stock 
of almost any corporation must be 
handled carefully so as to assure that 
the corporation is not indirectly increas- 
ing the percentage-point ownership of 
a remotely related corporation or share- 
holder! 

One exception to the decrease-in-out- 
standing-stock method of increasing per- 
centage point ownership in stock of the 
loss corporation relates to a decrease at- 
tributable to a redemption to pay death 
taxes within Section 303. The proposed 
Regulations point out that a decrease 
results from such a redemption to pay 
death taxes only to the extent that the 
amount distributed on such a redemp- 
tion not exceed the estate, 
taxes imposed because of the decedent’s 
death, plus the amount of funeral and 
administration expenses allowable as de- 
ductions to the estate. Ibid. at (3). 

Proposed Regs. Section 1.382(a)-1(h)(1) 
points out, properly, that the critical 
date for determining whether the pro- 


does etc., 


scribed change in trade or business has 
occurred is the date upon which there 
has been a direct or indirect increase in 
stock ownership of the loss corporation 
“which is taken into account” in deter- 
mining whether a change of ownership 
of the loss corporation has occurred. But 
after a correct statement of this rule, 





an unconvincing answer is given to the 
question: What if the prohibited 50- 
percentage-point increase occurs in the 
current year so that it is not necessary 
to go back into the prior year to deter- 
mine whether a “change of ownership” 
has occurred? 

In such a situation would any prior 
year changes in ownership be taken into 


tax avo 
or busi 
templat 
ship”; 
while 
percent 
treated 
busines 
in sto 





account? The proposed Regulations pro- 
pound the following situation in which 
it is assumed that all percentage-point 


increases are attributable to purchases, | 


Percentage 
Point Date of 
Shareholder Increase Purchase 
A 20 9/15/58 
B 20 6/15/58 
C 10 3/15/58 
D 10 6/16/57 


Certainly within the meaning of the 
proposed Regulations themselves, D’s 10. 
percentage-point increase in ownership 
of the loss corporation’s stock which oc- 
curred on 6/15/57 is not taken into 
account in determining whether the pro- 
hibited change in ownership has oc- 
curred. See proposed Regs. Section 
1.382(a)-1(d)(2)(ii) and 1.382(a)-1(d)(4), 
example (1) at (x), (xi). See proposed 
Regs. Section 1.382(a)-1(d)(2)(iii). In the 


example given, D is not a member of | 


the controlling group and could be a 
complete outsider, yet the proposed 
Regulations would establish 6/15/57 as 
being the critical date to determine 
whether or not there has been a change 
in trade or business rather than 3/15/58, 
the date upon which the first acquisition 
of loss corporation stock was made by a 


member of the controlling group. 


No quarrel can be taken with the | 


Commissioner’s next assertion. Inasmuch 
as present time has never yet failed to 
become past time, it is apparent that 
a “current year” within the meaning of 
Section 382(a) will become a “prior 
year” in determining whether that Sec- 
tion will also apply to the succeeding 
year. For that reason, it is obvious that 
Section 382(a) may apply as of the close 
of the succeeding taxable year (the then 
“current year’) even though neither 
change in ownership nor change in trade 
or business occurs during that succeed- 
ing year. Proposed Regs. Section 1.382 
(a)-1(h)(2). 

The statute requires that a trade or 
business be substantially the same after 
a date upon which a change in per- 
centage ownership occurred as it was 
preceding such date. The Commissioner 
is of course not satisfied with that rule, 
since its literal application would allow 
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tax avoiders to make changes in a trade 
or business of a corporation “in com- 
templation of a change in stock owner- 
ship”; accordingly, such a change made 
while contemplating a future change in 


percentage-point ownership “will be 





}treated as if such change in trade or 


business had occurred after such change 
in stock ownership.” Proposed Regs. 
Secion 1.382(a)-1(h)(3). 


Defining business change 


\ direct or indirect change of owner- 
ship of stock of a loss corporation, albeit 
equal to at least 50 percentage points 
and attributable to a method of in- 
crease within the statute, does not by 
itself cause the Section 382(a) limita- 
tion to operate. Before loss carryovers 
will be denied, there must have been a 
change in the trade or business of the 
oss corporation. 


~— 


Whether or not a change in a trade 
lor business has occurred is, of course, 
factual question; the proposed Regu- 
lations recognize this at Section 1.382(a)- 
\(h)(5), where the following factors are 


listed as being relevant in determining 
‘whether a change in trade or business 
has occurred: 


1. Changes in the loss corporation’s 


2 mploy ees 


2. Changes in the plant of the loss 
poration 

3. Changes in equipment utilized by 
the loss corporation 

) 4 Changes in the product produced 
y the loss corporation 

5. Changes in the location at which 
the loss corporation does business 

6. Changes in the customers of the 
loss corporation 

“Other items which are significant 
determining whether there is, or is 

t, a continuity of the same business 
enterprise.” 

If a question is factual, as is the ques- 
tion of whether or not there has been a 
change in the trade or business of a 
loss corporation, precedent and exam- 
ples are of almost no value to a tax- 
payer in determining the applicability 
f the law to his situation. Presumably 
in response to desires of taxpayers, how- 
ver, the proposed Regulations do con- 
in a goodly listing of ex cathedra 
jstatements and examples which do, at 
ie least, present the proposed position 
{ the Commissioner. 

Che requirement that a loss corpora- 
ion continue to carry on a substantially 
‘imilar trade or business both before 
nd after the critical time means that 





the loss corporation’s business must have 
been conducted continuously, i.e., the 
loss corporation must have been carry- 
ing on that active trade or business at 
the time of the critical increase in 
ownership. The provision adopts the 
approach of a prior revenue ruling (Rev. 
Rul. 58-9), which held that reactiva- 
tion of a line of business did not con- 
stitute a “continuance” of the previous- 
ly conducted business. 

Perhaps this portion of the proposed 
Regulations can be justified in theory 
upon the basis of the statutory lan- 
guage, but certainly the _ illustrations 
given in support of it are puzzling. In 
example (1) it is held that a corporation 
which suspends its manufacturing ac- 
tivities because of depressed business 
conditions and remains dormant through 
the critical date of acquisition does not 
continue to carry on a trade or busi- 
ness, but in example (2) a suspension 
of manufacturing activities because of 
a fire is held not to prevent the con- 
tinuous carrying on of the trade or busi- 
ness of the corporation for purposes of 
Section $82(a). Certainly a depressed 
market is no more within the control 
of the businessman than is the preven- 
tion of fire loss — indeed, perhaps safe- 
guards against fire are more easily con- 
trolled and controllable than are eco- 
nomic conditions in the entire com- 
munity. As elsewhere, the rationale of 
the rule stated appears thin. 


Libson rule 


If a loss corporation discontinues 
more than a minor portion of its busi- 
ness which it carried on before the 
critical date of increase in percentage- 
point ownership of its stock, that cor- 
poration has not continued to carry on 
a substantially similar trade or business. 
Proposed Regs. Section 1.382(a)-1(h)(7). 
At this point, the Commissioner adopts 
the Libson Shops theory with a ven- 
geance: “In determining whether the 
discontinued activities are more than 
‘minor’. . . consideration shall be given 
to whether the discontinuance of the ac- 
tivities has the effect of utilizing loss 
carryovers to offset gains of a business 
unrelated to that which produced the 
losses.” 

This regulation attempts to establish 
as part of the law of carryovers the as 
yet only partly evolved Libson Shops 
doctrine — that carryovers can be ap- 
plied only against the income of the 
same economic entity which produced 
the loss. This is the business enterprise 
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theory of carryovers; the economic entity 
is determined without regard to stock 
ownership or continuance of the cor- 
porate entity. This Libson Shops seed, 
planted in the proposed Regulations, 
will, and rightly so, produce a crop of 
litigation. 

An example in the proposed Regula- 
tions would disallow, upon the basis 
that there has been no continuance of 
the same trade or business, a loss in- 
curred by a corporation attributable in 
its entirety to activities of the corpora- 
tion amounting to 20° “(measured in 
terms of capital invested, gross income, 
size of payroll, and similar factors)” 
of its total business where those activi- 
ties were discontinued after the change 
in percentage-point ownership. 

This particular portion of the Regula- 
tions is internally inconsistent — it is 
sheer nonsense to talk of a “minor por- 
tion of its business” (i.e., the business 
of the loss corporation) and then to 
state the policy of the statute (a la 
Libson) as being to determine if the 
result of discontinued activities would 
be to allow loss carryovers of “a busi- 
ness unrelated” to that “business” which 
produced the loss. Certainly the pur- 
poses sought to be achieved by our 
revenue laws (assuming for the time 
being that any purpose is proper other 
than the collection of revenue) is not to 
penalize the astute businessman who 
discontinues an unprofitable line of busi- 
ness activities in favor of one who rushes 
on blindly to financial disaster in hope 
that he may eventually be able to re- 
ceive a tax benefit from his losses. The 
Commissioner has no objection to the 
discontinuance of a line of business 
activities so long as that line operated 
at a profit rather than a loss. Jbid. at 
Example (2). 


Adding new business 


So long as a loss corporation contin- 
ues to carry on its trade or business 
without diminution, there is no failure 
to carry on that trade or business albeit 
that the loss corporation adds a new 
trade or business. Proposed Regs. Sec- 
tion 1.382(a)-1(h)(8). Apparently the 
Commissioner felt the statutory language 
“has not continued to carry on,” did not 
provide sufficient sanction for a Regula- 
tion provision that would construe the 
addition of a new activity as a failure 
to continue to carry on the prior trade 
or business. 

The solution thus appears obvious for 
loss corporations the stock of which has 
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been subject to 50-percentage-point 


changes in ownership. Continue the 
non-economic activities of the loss cor- 
poration further profitable 
activities to the business to offset not 


only the current losses of the non-eco- 


but add 


nomic activities but also the prior loss 
One 
ation, however, would be the possibility 


carryovers. caveat in such a situ- 
that a given court would apply Section 
269 to prevent a continuing corporation 
from utilizing its own prior losses. [See 
proposed Regs. Section 1.269-6, which 
states, with examples, that even though 
a net operating loss carryover is not 
disallowed under the provisions of “Sec- 
382, 


the provisions of Section 269.) 


tion it might be disallowed under 


Location changes 


The business of a loss corporation is 
not “substantially the same” if the lo- 
cation of a major portion of the busi- 
the 


changed and as a result of that change 


ness activities of corporation is 


in location the business of the _ cor- 
poration “is substantially altered.” 
When will the business of a loss cor- 


poration be “substantially altered’ as 
the result of a change in the location 
The 


the examples represent an exercise of 


of its business? answers given in 
some sort in social engineering. The first 
illustration states that a change in the 
location of a business, accompanied by 
a change in employees, plant and equip- 


ment, results in the business being not 


substantially the same albeit that the 
same product is sold by the business 
to the same customers. On the other 
hand, there will be no substantial 


change in business if the location change 
is to a nearby area and most of the 
former employees of the loss corpora- 
tion are retained as employees in the 
new location. Ibid. at Example (2). A 
third example states that, where only 
half of the old employees are retained 
and sales are made to a different group 
of customers, there has been a substan- 
tial change in business. 
Personal services 

If a loss corporation was primarily 
engaged in the rendition of services by 
a particular individual, a change in the 
identity of the individual rendering 
such personal services constitutes a sub- 
stantial change in trade or business. 
Proposed Regs. Section 1.382(a)-1(h)(10). 
If the personal services rendered are 
supervisory, however, then there will be 
no change in trade or business so long 
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as the same supervised employees con- 
tinue to work for the corporation after 
the critical date. Ibid. at Example (2). 
Section 382(b) 
382(b) 


corporate 


Section limits 
through 
there is an inadequate continuity of 
ownership interest by the stockholders 
of the loss corporation. The statutory 
tests in Section 382(b) are definite and 
narrow; the proposed Regulations on 
them are, by and large, subject to fewer 
the 382(a) 


carryovers 
reorganizations if 


objections than proposed 
Regulations. 

The gist of these provisions is that 
the losses of a corporation, be it trans- 
feror corporation or acquiring corpora- 
tion, are reduced for carryover purposes 
after the reorganization unless the share- 
holders (immediately before the reor- 
ganization) of the loss corporation own 
immediately after the reorganization at 
20%, 
the outstanding stock of the acquiring 


least of the fair market value of 
(continuing) corporation. The required 
continuity of interest of 20% must re- 
sult from stock of the loss corporation 
owned immediately before the reorgani- 
zation transfer; also, the stock in the 
acquiring corporation owned by former 
shareholders of the loss corporation must 
distributed to the 
holders of the loss corporation “pur- 


have been share- 
suant to the plan” of reorganization. 
Proposed Regs. Section 1.382(b)-1(a)(2). 

If the loss-corporation shareholders 
do not own at least 20% of the fair mar- 
ket value of the outstanding stock of 
the acquiring corporation, then a re- 
duction is made of the net operating 
loss carryovers of the loss corporation. 
This reduction is 5% multiplied by each 
full percentage point below 20 of the 
the acquiring 
owned by the loss corporation share- 


stock in corporation 
holders immediately after the reorgani- 
zation. If there is to be a reduction in 
this 
tion will be applied to the aggregate of 


carryovers under test, the reduc- 
carryovers of the loss corporation with- 
out regard to the years in which those 
carryovers arose. Proposed Regs. Section 
1.382(b)-1(a)(3). 

If those who owned the stock of the 
loss corporation immediately before 
the reorganization own, immediately af- 
ter, less than 20% of the fair market 
value of the stock of the acquiring cor- 
poration, then the amount of the re- 
duction can be determined by the fol- 


lowing steps: 


Step one: As to the shareholders of 





the loss corporation prior to the reo prelim: 
ganization, determine the percentage ofsitute 
the stock of the acquiring corporationJowned 
which they own right after the reorgani}the tir 
zation which is attributable to the lostis this 
corporation stock which they ownedmissior 
immediately before the reorganizationtion of 
and which was received by them purjupon | 





suant to the plan of reorganization. yond c 

Step two: If the percentage of stoc held a: 
so determined is less than 20%, como assu 
pute the difference between such lessemerest 1 
percentage and 20% and multiply by Secti 
five. (Proposed Regs. Section 1.382(b)-lovers | 


(b)(1).) Section 
ransac 
Determining 20% poratio 


Section 382(b) adopts a proprietarf‘are o 
theory of carryovers; there must be dpersons 
the ‘“‘realgtatute 
owners” of the loss business. Proposedwhich 
Regs. Section 1.382(b)-1(c) recognizes thifially t 
continuity of interest policy and state 
tha 


continuity of interest by 








ion 1. 
ritical 
y befo 


that its purpose is to insure 
carryovers will be utilized to some e 
tent for the benefit of those persongwhich 
who were owners of the loss corporatiomjn exis 
the 
the 
concerned with the identity of 


before reorganization.” It is bqprganiz 
¥ the 


thiately b 


cause Commissioner is primaril 
stockholders of the loss corporation apwned 
the time the losses were incurred thapons in 
he proposes to apply two limitations if Thes 
the determination of whether there hapection 
fame | 


been a 20% 


1. Any acquisition of stock of a a the 


continuity of interest: 
corporation will be disregarded if madgubstan 
for the purpose of avoiding the 20% be 
continuity of interest requirement. _ feption 
2. Two or more successive reorganiwill be 
zations will be treated as if they hagame f 
occurred simultaneously in cases whergeror a 
they are undertaken with a view tf the 
avoiding the 20% continuity requirefoncerr 
ment. pwned 
The terminology of the proposefhose ( 
Regulations (“avoiding the 20% conpwned 
tinuity of interest requirement”) is nogame p 
Guite accurate. Whether or not thenfained 
' Sear 


has been a 20% continuity of interes 


is a factual question and there is notiphip of 


ing that can be done to avoid _itfation 
Rather, the Commissioner is concernegtock 9) 
with the identity of the owners of thgubstan 


0 owr 





stock of the loss corporation; with thi 
tation ; 
pf the 





purpose in mind, it is easy to see tha 





the steps taken before the reorganiz 
the 20! 
requirement are really steps taken | 





tion which seek to “avoid” ywned 






ortion 





vest ownership in selected persons bégpersons 
hd 


that person will receive a 20% interegforpora 






fore the reorganization to assure thaacquiri: 





in the acquiring corporation. Such stein thos 





1€ reolpreliminary to the reorganization sub- 


itage 


stitute a person other than one who 
orationfowned stock in the loss corporation at 
-organijthe time it incurred the losses and it 
the losis this possibility with which the Com- 
own if issioner is concerned. While the ques- 
nizationtion of the validity of the Regulations 
"m purjupon this point is not completely be- 


ion. yond doubt, they will probably be up- 





of stoclfheld as effecting the intent of Congress 
o» Comto assure a continuity of ownership in- 
h lessejerest upon the proprietary theory. 

tiply Section 382(b)(3) protects loss carry- 


382(b)-lovers by placing beyond reach of a 
Section 382(b) reduction, reorganization 
ransactions in which the transferor cor- 
poration and the acquiring corporation 

prietary‘are owned substantially by the same 

ist be qersons in the same proportion.” The 

e “realstatute says nothing about the time at 

’ropose(which the ownership must be substan- 

1izes tl yially the same, but proposed Regs. Sec- 

id statetion 1.382(b)-1(d)(1) points out that the 

irritical time of ownership is immediate- 


ome ely before the reorganization. In cases in 
perso Which the acquiring corporation is not 
poratioljn existence immediately before the re- 
t is bebprganization (e.g., a consolidation) all 


srimarilwf the transferor corporations immedi- 
of thi ely before the reorganization must be 


ation apwned substantially by the same per- 
red thpons in the same proportion. Ibid. 

itions [hese three separate requirements of 
here hapection 382(b)(3) ((1) ownership by the 
st same persons, (2) of substantially all! 
of a loypf the stock of the corporations, (3) in 
if mad@ubstantially the same proportion) must 


the 20%ll be satisfied before the 382(b)(3) ex- 


ent 


ption applies. Since almost anyone 
reorganiwill be able to determine whether the 
they fame persons own stock. of the trans- 
es whergeror and acquiring corporations, most 
view t#i the problems in this area will be 
requireponcerned with whether those persons 

pwned substantially all of the stock of 
proposedhose corporations and whether they 
0% conpwned such stock in substantially the 
") is nofame proportion. The illustrations con- 

lained in the examples disclose the 
f interesommissioner’s position: 50-50 owner- 
is notlighip of the stock of the transferor corpo- 
void ilfation and 52-48 ownership of the 
oncerne@tock of the acquiring corporation is in 


rs of th@ubstantially the same proportion; 50- 


with thib0) ownership of the transferor corpo- 
see thi¥ation and 60-40 ownership of the stock 
-organimpl the acquiring corporation are not 
the 20°fwned in substantially the same _pro- 
taken @portion; the mere fact that different 
rsons bgpersons own 4% of the stock of the 
sure th@acquiring corporation and the transferor 


) interefforporation will not prevent the stock 
uch steyin those corporations from being owned 








by the “same persons”; but the “same 
persons” do not own the stock where 
20% of the shares of each corporation 
is owned by different individuals. 

At proposed Regs. Section 1.382(b)-1 
(d)(3), the Commissioner is again con- 
cerned with the tax avoiders; according- 
ly, this provision states that the Section 
382(b)(3) exception is not applicable in 
any case in which stock of either corpo- 
ration is acquired or disposed of in 
advance of the reorganization so as to 
come within the “same person” excep- 
tion at the time of the subsequent re- 
organization. 


Reorganization party’s stock ownership 

The general rule of Section 382(b) is 
that loss carryovers through reorgani- 
zations will be reduced and _ perhaps 
even eliminated unless there is a con- 
tinuity of proprietary interest extending 
through the reorganization by those 
who owned stock in the loss corporation 
— either the transferor corporation or 
the acquiring corporation — immediately 
before the reorganization. What of a 
situation in which either a transferor 
corporation or an acquiring corporation 
owns stock in a loss corporation imme- 
diately before a-reorganization: If an 
acquiring corporation owns stock in a 
transferor loss corporation immediately 
before the reorganization, can it be said 
that the acquiring corporation, as a 
former loss corporation shareholder, 
owns an interest in itself immediately 
after the reorganization? If a transferor 
corporation owned stock in an acquir- 
ing loss corporation immediately before 
the reorganization, will the transferor 
corporation, perhaps not even still 
in existence, necessarily have a continu- 
ing interest in the acquiring loss corpo- 
ration immediately after the reorganiza- 
tion? 

The questions presented would have 
been naturals for litigation had not 
the lawmakers anticipated them. Sec- 
tion 382(b)(5) will attribute ownership 
of the stock of the acquiring corpora- 
tion immediately after the reorganiza- 
tion to the corporation—whether trans- 
feror or acquirer—which owned stock in 
the loss corporation immediately before 
the reorganization. See proposed Regs. 
Section 1.382(b)-1(f). 


Parent acquirer 

Pre-reorganization shareholders of a 
loss corporation may receive, pursuant 
to a plan of reorganization, stock in a 
corporation which controls the acquir- 
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ing corporation; ownership of that stock 
will qualify as a continuing proprietary 
interest in the loss corporation because 
of the rule of Section 382(b)(6) which 
treats such stock as though it were stock 
of the acquiring corporation. The full 
market value of the stock actually 
owned in the controlling corporation 
will be the value assigned to the stock 
constructively so owned in the acquiring 
corporation. Proposed Regs. Section 
1.382(b)-1(g)(1). 

At this point, despite the language of 
Section 382(b)(1), which confines itself 
to carryovers by and to the years of an 
“acquiring corporation,” the proposed 
Regulations state that the ” .. . 20% 
continuity of interest requirement of 
Section 382(b)(1) applies with respect 
to an interest in the corporation desir- 
ing to utilize the net operating loss 
carryovers from the loss corporation.” 
From this premise, the proposed Regu- 
lations state that, if it is intended at the 
time of reorganization that the con- 
trolling corporation, rather than the 
controlled acquiring corporation, is to 
make use of a substantial part of the 
carryovers, then the pre-reorganization 
shareholders of the loss corporation 
must own a continuing proprietary in- 
terest in the controlling corporation, 
rather than the controlled acquiring 
corporation. If the courts adopt the 
theory that the shareholders of the loss 
corporation before the reorganization 
should participate as owners in the 
corporation which utilizes those losses 
to offset taxable income, this Regula 
tion should be upheld. On the other 
hand, while the social purpose sought 
by the provision is perhaps admirable, 
it does not square with the statutory 


language in which an “acquiring corpo- 
ration” is considered to be the corpora- 
tion which acquires the assets of the 
transferor corporation rather than the 
corporation which intends to acquire 
the benefit of the net operating loss 
carryovers. 

The controlling corporation provision 
is a fitting one to conclude a study of 
the proposed Regulations; like many 
of the other proposals, there is a real 
question whether it has maintained 
suficient contacts with the statute to re- 
ceive court approval. Of the various 
proposals, the Libson provisions are of 
course most clearly subject to contro- 
versy. They should not be allowed to 
become part of our Federal tax law by 
default for want of challenge. The Com 
missioner has not yet taken the posi 
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tion that a business, corporate or other- 
wise, which incurs a loss upon the sale 
of women’s shoes (presumably the ex- 


perience of most sellers of women’s 


March 1961 


shoes) may not offset that loss by gains 
from the sale of men’s shoes, but the 
proposed Libson Regulations are not far 
from such a position. % 


Family and estate attribution made in 


first 1954-Code dividend equivalence case 


tre RECENT Lewis case is an example 
of the tax disaster that can befall a 
stock redemption in a family corpora- 
tion. In Lewis (35 TC No. 11) the Tax 
Court for the first time was called upon 
the 
family and estate attribution rules to a 


to determine the application of 


redemption that the Commissioner ar- 
gued was essentially equivalent to a divi- 
dend. The taxpayer was an estate, part 
of whose stock in a family corporation 
The 
makes it clear that, though under the 


was redeemed. court’s opinion 
1954 Code the redemption was taxable 
as a dividend, under the 1939 Code the 
transactions “might” have been treated 
as not essentially equivalent to a divi- 
dend. Certainly, if the court followed its 
the 1939 Code cases of 
Creech (46 BTA 93, rev’d by Board, acq. 
1942-1 CB 4) and Ira S. Searle Estate (9 
ICM 957), it 
that the redemption was a sale and not 


opinions in 


should have concluded 
a dividend distribution. 

of the Code 
this tax trap has been widely urged, but 
until taken, stock 


agreements in family firms must be care- 


Amendment to remove 


action is buy-out 
fully analyzed to be sure there is no 
danger of the kind of unexpected divi- 
dend found in the Lewis case. Ever since 
the 1954 these 
columns have contained repeated warn- 
ings of this kind of trap. See, e.g. 


enactment of Code, 
“Tax 
traps for company and owner lie hidden 
in many stock-redemption plans” by 
Richard L. Greene, January 1961, 14 
JTAX12; “Recent ruling creates double 
attribution in redemptions; perils buy- 
out plans, error seen” by John F. Glea- 
son and Edwin M. Jones, May 1960, 12 
JTAX268; care to 
avoid treatment stock re- 
by Andrew B. Young, Au- 
gust 1957, 7JTAX66; “1954 Code can 
turn buy-sell agreements into disastrous 
tax traps for stockholders” by Arnold J. 
Hoffman, June 1956, 4JTAX322. 

It will be recalled that Section 302 
of the 1954 Code provides that payment 
by a corporation in redemption of its 


“Extreme needed 


dividend of 


demptions” 


by NORMAN SINRICH 


stock will not be treated as a dividend 
if.the redemption is not essentially 
equivalent to a dividend (Section 302 
(b)(1)); or if the redemption is sub- 
stantially disproportionate (Section 302 
(b)(2)); or if it completely terminates the 
stockholder’s interest (Section 302(b)(3)). 

In applying these tests, the rules of 
constructive Ownership set out in Sec- 
tion 318 are to be applied. The ones 
used in the Lewis case were the family 
attribution rule and the estate attribu- 
tion rule. The family attribution rule 
treats a stockholder as owning the stock 
owned by his spouse, children, grand- 
children, and parents. The estate attri- 
bution rule is that an estate is treated 
as the owner of the shares owned by its 
beneficiaries. 


Facts in Lewis 

The situation presented in Lewis is 
of a typical family corporation. Here 
156 of the total outstanding 283 shares 
of stock of Beyer & Fortner had been 
owned by Eva L. Beyer; it was the re- 
demption of some of these shares after 
Mrs. Beyer’s death that raised the tax 
question litigated. The other shares were 
in unequal amounts by Mrs. 
Beyer’s three daughters and their hus- 
bands. 


owned 


During the last years of her life 
Mrs. Beyer had been inactive and had 
received no salary. The corporation had 
paid no dividends; she had borrowed 
some $20,000 from the corporation over 
the years to meet her living expenses. 
She died in 1954, and her will specifi- 
cally bequeathed the Beyer & Fort- 
ner stock equally to her three daughters. 
They also shared equally in the residue. 
The was too small for Federal 
estate tax; indeed the value of the estate, 
except for the corporate stock, was less 
than the indebtedness to the corpora- 
tion. The corporation redeemed 51 of 
the 156 shares held by the estate at a 
price that served to offset the indebted- 
ness. The remaining 106 shares were 
divided equally among the daughters. 


estate 


At the time of the redemption the co 
poration had earnings and profits iy 
excess of the amount of the indebted, 
ness. 

The thaj 
the redemption was essentially equiva 
lent to a dividend. On bringing the 
matter to the Tax Court, the partig 
agreed that the redemption did noi 
qualify as a complete redemption 0 
as a disproportionate redemption.! The 
taxpayer argued that the redemption wa 
not essentially equivalent to a dividend, 
The Tax Court held that 
said: 


that m 
sioner 
“AP] 
rules 
clude 
treated 
were I 
their h 
the est 
100 pe 
“Acc 
1954 C 
case in 
it was. Iithe est 


Commissioner determined 


with tl 
“Had this case arisen under the prefqude 


decessor provision of the 1939 Code, ithesenti: 
might have been possible to find thatof a dij 
the redemption essentially) ented 
equivalent to the distribution of a tax}from t 
able dividend, in view of the fact thatholder 
shares of only one stockholder were re}-ation 
deemed, resulting in a disturbance o} althou: 
the proportionate holdings of the vari 





was not 


earnin, 
ous stockholders. Although such a disffnally 
location of the relative holdings woul@pess jj 


not necessarily be fatal to the Govern} geath | 
ment’s position, it would nonetheles 
be a_ factor, when considere( 
against the facual background of thi 


estate 
which when | 
could 
case, could tip the scales in pcetitionen) effect | 
favor. 


“However, 


relatio 
the before w 
must be considered in terms of the 195 
Section 302(b)(1), in any 
general, was intended to incorporate thdjp the 
pre-existing law embodied in Sectiotfaccouy 
115(g)(1) of the 1939 Code. The word§concly 
‘in general’ must be stressed, for th@herein 


problem plan « 


enterp 
Code. 


new provisions were not made fully coldiyide 
extensive with the old. Not only did 
paragraphs (2), (3), and (4) of the newLegisl 
Section 302(b) single out and remove) [ft 
three specific types of redemptions from placed 
the more general test contained in Sec}*jpy a 
tion 302(b)(1) and the old Section Il%in Re 
(g)(1), but Section 302(c) of the 1954mittee 
Code made the constructive ownershij)“Gene 
rules of Section 318(a) applicable (witl\Finan 
certain exceptions not pertinent here{stated 
to the redemption tests. Thus, a ney 
dimension has been added to the 193M}aw b 
Code approach, and it is that new digindica 
mension, based upon Section 318(a)/treate 
paymie 
1 Absent the attribution rules, the redemptio: 
would have been substantially proricnabens * 
under Section 302(b) (2) because, prior to the 
demption, the estate owned 55.1% of the stock ¢ 
B & F, and after the redemption, it owned 37.1% 
Thus, after the redemption, the estate had its per 
centage of B & F stock reduced by more than 20% 
2 See Senate Report No. 1622, 83rd Congress, ? 
Session, pages 233-234. 
% Senate Report No. 1622, 83rd Congress, 2d Se 
sion, 43. (General Report on Part I.) 


redem 
toa ¢ 
pleme 
rule « 
tion 

tionat 
taxab) 
added 








q 
the com ihat moves us to sustain the Commis- 
ofits if joner herein. . . . 
idebte “Applying the constructive ownership 
rules of Section 318(a), we must con- 
ed thafdude that the estate must be 
€quiva)ireated as owning all the shares that 
ing th} were really owned by the daughters and 
partie} heir husbands, with the net result that 
did noihe estate is to be regarded as owning 
tiON oi} 100 per cent of the stock. 
n.' Thd “Accordingly, we are required by the 
tion way }954 Code to appraise the facts of this 


ividend) ase in the light of an assumption that 


was. lithe estate owned all of the stock. And, 

pa that assumption in mind, we con- 
the pref{qude that the redemption herein was 
Code, illessentially equivalent to a distribution 


ind thalof a dividend. For, the picture thus pre- 
sentialliented is one of corporate withdrawals 
of a taXifrom time to time by a dominant stock- 
act thajholder for her needs, where the corpo- 
wer rebation has never declared a dividend 
ance Olalthough having sufficient accumulated 


he vatijearnings and profits to do so, followed 


h a disfinally by a cancellation of the indebted- 


ss WOUul( ness in exchange for stock upon the 


Governi death of that stockholder when only her 
nethelesestate had an interest in the enterprise, 
nsidere{when such cancellation and redemption 
of uuld not possibly have any economic 
itionenpeffect upon any stockholder-corporation 
lationship, and when there was no 
fore jan either to contract the corporate 
the 19 nterprise or to use the redeemed shares 
fin any manner for a corporate purpose. 
rate yn these circumstances, and taking into 
Sect 


xccount all other evidence before us, we 
1€ Wore) conclude and find that the redemption 


for th@herein was essentially equivalent to a 
fully coldividend.” 

mily di 

the new Legislative history misread 

remo It appears that the Tax Court has 
ons roll placed undue emphasis on the words 
1 in $ n general,” which happen to appear 
tion Report of the Senate Finance Com- 
the 1954 mittee,2 while practically ignoring the 
wnershif “General Statement” of the Senate 
yle wl 


Finance Committee Report, where it is 


, a me . your committee follows existing 
the 1959\aw by reinserting the general language 
new Gy indicating that a redemption shall be 
1 318(a) treated as a distribution in part or full 
|payment in exchange for stock if the 
redempti 


ee }redemption is not essentially equivalent 
pportiona / 

r to ther } )a dividend. This general rule is sup- 
he stock of plemented by your committee by the 


ned 37.1 ; 2 

a hte a Brule of the House bill that a redemp- 
than 20%} tion which is substantially dispropor- 
ongress, 2 


tionate shall also qualify so as not to be 
ixable as a dividend.” (Emphasis 


added.) 


ss, 2d Se 





It appears that the reasoning of the 
Tax Court in the Lewis case substan- 
tially narrows, if it does not clearly 
eliminate, the area in which the not- 
essentially-equivalent rule of Section 
302(b)(1) will have application. Presum- 
ably, if the Tax Court’s view is upheld, 
that provision will be applicable only if 
a redemption fails to qualify as sub- 
stantially disproportionate because the 
reduction in percentage of stock owned 
by a redeeming shareholder is only 18% 
or 19% instead of 20% or more; or 
instead of a complete termination of in- 
terest a shareholder will retain a very 
small amount of stock actually or con- 
structively. But if this be the ultimate 
effect of Section 302(b)(1), then con- 
trary to the general purport of the Com- 
mittee Report on Section 302, as set out 
the 1954 Code rather 
than expands the type of transactions 


above, reduces 
that would qualify as redemptions re- 
sulting in capital gain treatment to the 
redeeming shareholder under the 1939 
Code. 

It is hoped that the Tax Court will 
take look .at the 
history of Section 302 when it is next 


another legislative 


presented with the opportunity. 


Legislation urged 
When 


studied at this session of Congress, var- 


Subchapter C_ revision is 
ious proposals to eliminate the manda- 
tory application of the attribution rules 
to the not-essentially-equivalent exemp- 
tion will undoubtedly receive attention. 
The Advisory Group on Subchapter C 
the attribution 
rules not apply to Section 302(b)(1) but 
that the relationships described there 


has recommended that 


be taken into account along with all 
other facts and circumstances in deter- 
mining whether or not the redemption 


is essentially equivalent to a dividend. 


Is tax avoidable? 


A distinct possibility exists that es- 
tates like Mrs. Beyer’s could avoid the 
onerous tax results which the Tax Court 
imposed. Reg. 1.318-3(a) provides that: 
“A person shall no longer be considered 
a beneficiary of an estate when all the 
which he is entitled has 
received by him, 
longer has a claim against the estate 


property to 
been when he no 
arising out of having been a beneficiary, 
and when there is only a remote possi- 
bility that it will be necessary for the 
estate to seek the return of property or 
to seek payment from him by contri- 
bution or otherwise to satisfy claims 
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[Norman Sinrich, a member of the New 
York bar and a lecturer in taxation at 
New York University School of Law, is 
associated with the New York law firm 
of Kaye, Scholer, Fierman, Hays & 
Handler.) 





against the estate or expenses of ad- 
ministration. When, pursuant to the pre- 
ceding sentence, a person ceases to be 
a beneficiary, stock owned by him shall 
not thereafter be considered owned by 
the estate, and stock owned by the 
estate shall not thereafter be considered 
owned by him.” 

Turning to the facts of the Lewis 
case, Mrs. Beyer specifically bequeathed 
her Beyer & Fortner, Inc., stock to her 
three daughters in equal shares and also 
named them residuary legatees of her 
estate. Prior to the issuance of Rev. 
Rul. 60-18, IRB 1960-3, 14, discussed 
below, it appeared quite clear that a 
distribution by an estate of stock to 
beneficiaries of the which ter- 
minated the beneficiaries’ equitable in- 
terest in the assets of the estate, cut off 
the application of the attribution rules 
between the estate and the beneficiaries. 
Rev. Rul. 58-111, 1958-1 CB 


173, it was held “that a person could 


estate, 


Thus, in 


cease to be a beneficiary [of an estate} 
even though the estate still continues to 
exist and “that a_beneficiary’s 
proportionate interest, for the purpose 
318 302 of 


is to be measured by his proportionate 


of sections and the Code, 
share of an estate’s remaining assets on 
the date of the redemption.” Although 
this ruling refers to the percentage of 
stock constructively owned by a bene- 
ficiary of an estate, it seemed to be 
that the 
true and, where a benefi- 


generally accepted converse 
would hold 
ciary no longer had an economic inter- 
est in an estate, no stock owned by such 
beneficiary would be attributed to the 
estate. 

Consequently, many estates in the 
position of Mrs. Beyer’s estate would 
distribute all of 
cluding part of the corporate stock that 
it owned) to the beneficiaries and then 
the corporation would redeem the re- 


their net assets (in- 


maining corporate stock in cancellation 
of the indebtedness owed to the cor- 
poration from the decedent, a la Zenz v. 
Quinlan (213 F.2d 914). Since at the 
time of the redemption by the estate 
it was assumed that the estate did not 
constructively own any of the remaining 
stock of the corporation (on the theory 
that the stock of that corporation held 
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by beneficiaries was not attributed to 


the this was viewed as a com- 
plete termination of interest by the 
estate, to be treated as sale or exchange 
of the stock under Section 302(b)(3) and 


probably result in no gain to the estate 


estate), 


because of the stepped-up basis of the 
corporate stock in its hands. 


In early 1960, however, the Commis- 
sioner issued Rev. Rul. 60-18, wherein 
it was held that the interest of a 


residuary legatee in an estate does not 
cease until the estate is closed because 
until such time any assets or receivables 
of the decedent which are or may be 
recovered would belong to the residuary 
legatee, assuming all prior claims are 
satisfied. In my opinion, the gist of the 
ruling is highly questionable and ap- 
pears to fly in the face of Reg. 1.318-3(a) 
(quoted above), although the latter rul- 
ing attempts to skirt the Regulations by 
stating that they apply only to specific 
legatees and not to residuary legatees. 
It appears that, where the estate has no 
known assets remaining or any known 
all 


including 


claim, a prior distribution of of 


the assets to beneficiaries, 
residuary legatees, should and does re- 
sult in such legatees no longer being 


of 


no longer have a realistic 


considered beneficiaries an estate 


since they 
economic interest in the estate. 

It is to be noted that the transaction 
in the Lewis case occurred in 1954, prior 
even to the issuance of the proposed 
Ac- 


cordingly, it is suggested that, wherever 


Regulations under Subchapter C. 


situations comparable to those of the 
Lewis case are present, a distribution of 
all of the net. assets to beneficiaries, ex- 
cept the part of the stock of the cor- 
poration to be redeemed, should be 
and sometime thereafter the 
the 


shares of the corporate stock in cancella- 


made first 


estate then surrender remaining 


tion of the decedent’s indebtedness.4 


* The statement of facts in the Lewis case, as set 
forth by the Tax Court, declares that on Septem- 
& Fortner, 
Inc., were transferred to that corporation in full 


ber 20, 1954, fifty-one shares of Bey»: 


satisfaction of Mrs. Beyer’s indebtedness and on 
the same day the remaining 105 shares of Beyer & 
Fortner which the estate held were transferred to 
Mrs. Beyer’s three daughters. 

Query: Why didn’t the taxpayers here press the 
argument that there had been a complete termina- 
tion of interest, since the redemption oy the estate 
and the distribution to Mrs. Beyer’s daughters oc- 
curred on the same day? It is to be remembered 
that in the Zenz case the sale by Mrs. Zenz of one- 
half of her stock to the purchaser occurred the 
same day that Mrs. Zenz redeemed the other one- 
half of her stock, although it appears from the 
facts set forth in the opinions of the courts that 
the order of procedure was that Mrs. Zenz first 
sold stock to the purchaser and then transferred 
the remaining shares to the corporation. 
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Tax Court in La Crescenta takes a 


sensible approach to 337 liquidations 


Despite the absence of literal compliance with all the requirements of the Regula 
tions, the Tax Court found that La Crescenta had adopted a plan, sold its assets, and 
liquidated within 12 months and thus, under Section 337, was free of tax on thi 
sale of the assets. Though Mr. Weissman hails this decision as carrying out th 
intent of Congress, he warns that failure to comply with the Regulations wil 


probably be disastrous in all but de minimis situations like La Crescenta. 


‘y*nHe Tax Court’s recent decision in 
The Water Co. of La 
Crescenta! is important because the case 


Mountain 


draws attention to (1) a latent danger 
in Section 3372 and (2) the extreme 
lengths to which the Internal Revenue 
Service will go in seeking means of 
denying the benefits of Section 337 to 
corporate taxpayers. 

La 
called to decide two issues: first, whether 


In Crescenta the Tax Court was 
the corporation was exempt from tax- 
ation under Section 501(c)(12)? of the 
whether the 
pany’s gain on the sale of its assets was 


Code, and second, com- 
non-taxable under the terms of Section 
337. The latter issue was clearly of 
greater significance. 

The sole function of The Mountain 
Water Co. of La Crescenta was to supply 
water for domestic and commercial use 
exclusively to its shareholders. During 
all years prior to 1955, the corporation 
had been exempt from taxation under 
Section 501(c)(12) and its predecessor 
of 
events, commencing in 1950 and cul- 


provisions. However, a sequence 
minating five years later, resulted in a 
loss of the corporation’s exemption for 
1955 and to the controversy with re- 
spect to Section 337. These events are 
detailed in the accompanying box. 

On the matter of exemption from 
taxation 501(c)(12) the 
Tax Court encountered little difficulty 
in concluding that the exemption had 


under Section 


been lost during 1955 as a consequence 
of the receipt of $598,905.62, the pro- 
ceeds of a condemnation award. Other 
than the proceeds of the condemnation 
award, the company’s income during 
1955 was $38,461.89 from the 


water to its members and $2,057.51 from 


sale of 
interest on the deposit of the condemna- 
tion award. 

More than 15% of the company’s in- 
come having been derived from sources 
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claims) 
the sul 
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of the 


as of J 


Tax C€ 

Disn 
tentiol 
Tax C 


other than amounts collected from mem} “'* “ 
bers, the plain import of the statutd ox 3 
was that the tax immunity should be de with : 
nied. However, the court did note thd Tt 
unfairness of such a result in the con 


text of an essentially involuntary dis 





the te 


solution and questioned whether such 


was the intent of Congress. On the other the sal 
hand, it noted that Congress may hav = 
believed it had provided “any relie! Des; 
warranted in such a situation by proj se chang 
visions such as Section 337.” Holds: 

sectio} 
IRS 337 argument the se 

of un 


The more significant aspect of the 
op,.& been 
La the Ta} gx: 
pares + oe oe ) “date 
Court’s disposition of the question o 


Crescenta decision was 


soe ; ea i one ‘ ion.” 
qualification under Section 337. Lacking ys 

; sete ae nifian 
exemption under Section 501(c)(12) foi 


the year 1955, the company argued thai 
the gain realized from the condemna 


be no! 
this d 
ve dis 





tion award was nevertheless nontaxabld ~~ 
because it was within the terms of Se withir 
tion 337. Section 337 would, of course] 
grant 


(i.e., receipt of proceeds of the award a 
or ae 


on thi 


such treatment if the exchang¢ 


in return for a deed) took place after\” | 
the date of adoption of a plan of com * Lich 
plete liquidation and if all assets of 


the corporation (less amounts retained 


had b 
of the 
to meet claims) were distributed within) “ th 
adopt 
trict I 
} from 
that t 


12 months after the adoption of such 2 
plan. 

The Commissioner argued that the 
had not been 
because: (1) the date of adoption of the] 


statutory standard met 


on Ay 
aly he 
plan of complete liquidation was June the 


i ae ‘ ) dire 
7, 1955, and the sale of the Company’ lirect 


assets had taken place on April 25, 1955 conde 
been 

135 TC No. 50 (1960). 

2See Weissman “Use of trustee suggested to ba’ 

minority stockholder’s suit killing a 337 Poa: 

tion,’’ 12 JTAX 166 (1960). 


or mor 
ed fron 
losses ¢ 
4324 U 
ice, 338 
5 Sectic 
Section 
gations 
(2) car 


8 Section 501(c) (12) bestows immunity from taxes 
tion upon benevolent life insurance associations 0! 
a purely local character, mutual ditch or irrigs 
tion companies, mutual or cooperative telephon¢ 
companies, or like organizations, but only if 85' 








i¢., plior to the adoption of the plan 
jand (2) even if the date of adoption of 
he plan of compiete liquidation were 
1955, all of the assets of the 
ompany (less amounts retained to meet 


\pril 25, 





SSMAN claims) had not been distributed within 
he subsequent 12-month period in view 
Regula} of the fact that as many as five shares 
sets ff the company remained outstanding 
s of April 30, 1956. 
on 
oul Tax Court decision 
ns Dismissing the Commissioner’s con- 
entions with respect to Section 337, the 
lax Court observed that to rule other- 
ise would resurrect many of the ghosts 
3 “a hat had presumably been laid to rest 
gay vith the demise of Court Holding Co.4 
it Section 337 was intended to overcome 
r. Re he technicalities raised by Court Hold- 


g Co. and to prevent double taxation 


ary dis) : : PS 
ff gains realized by a corporation from 
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he other 
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from ta 
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nly if 85 


he sale or exchange of its assets in the 
urse of liquidation.5 
| Despite the Congressional attempt to 
wercome uncertainties raised by Court 
Holding Co. through the enactment of 
} Section 337, it is nonetheless true that 
he section is, itself, not entirely free 
uncertainty. No single criterion has 
of the 
date of adoption of a plan of liquida- 


ven chosen as determinative 

on.” Clearly, this is a question of sig- 
nifiance as sales of corporate assets, to 
be nontaxable, must occur subsequent to 
) this date and all corporate assets must 
ye distributed in complete liquidation 
| within a 12-month period commencing 


yn this date. 


Thus, in the La Crescenta case the 
lax Court was faced with the necessity 
f determining the precise date on 


which the plan of complete liquidation 
had been adopted. Despite the election 
of the company to choose June 7, 1955, 
the date on which the plan was 
dopted in filing Form 966 with the Dis- 
rict Director, the Tax Court concluded, 
}from all the facts and circumstances, 
hat the plan had, in fact, been adopted 
m April 25, 1955 — the date on which 
had the 
irectors to forego an appeal of the 


he decision been made by 


ondemnation proceedings and to ac- 


ept a check in full settlement of the 


more of the income consists of amounts collect- 
| from members for the scle purpose of meeting 
} osses and expenses. 

24 U.S. 331 (1945); ef. Cumberland Public Serv- 
¢, 888 U.S. 451 (1950). 
337(b) excludes from the coverage of 
Section 337 inventory items and installment obli- 
zations, unless the re uirements of Section 337 (b) 
2) can be met. 


Section 
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EXHIBIT I: The Facts in La Crescenta 
During 1950 the Crescenta Valley indicated their approval of the dis- 
County Water District was created solution, a resolution was passed 
by the State of California for the authorizing the filing of a certificate 


purpose of acquiring the property 
of the The 
Water Co. of La Crescenta, and other 
mutual water 


taxpayer, Mountain 


companies. It was 
granted authority to exercise the sov- 
ereign power of eminent domain, 
and a instituted 
against the taxpayer. On January 13, 
1955, the granted 
$600,884 for its assets subject to an 


proceeding was 


taxpayer was 
adjustment due to proration of prop- 
erty taxes.* Sometime during January 
1955 the advised 
of the terms of the condemnation de- 


shareholders were 


cree. At a directors’ meeting held on 
January 31, 1955, it was determined, 
on advice of counsel, to take steps to 
preserve the company’s right to ap- 
peal the award in condemnation. 

A regular annual meeting of share- 
holders was called on March 7, 1955. 
The notice informed the membership 
not only of the meeting but of the 
amount of the award in condemna- 
tion, of the anticipated pro-rata dis- 
tribution to each member, and of the 
steps to be taken to consummate the 
dissolution of the company. A quorum 
did not attend the meeting and no 
action was taken. 

The next meeting of the taxpayer's 
board of directors was convened on 
April 25, 1955. At 
was concluded that no appeal from 


this point it 
the condemnation proceedings would 
be taken. A check in the 
$598,905.62 was accepted from the 


sum of 


County Water District, and a satis- 
faction of judgment was executed and 
The passed 
resolutions calling for a solicitation 


delivered. board also 
by mail of the consent of the share- 
holders to the voluntary dissolution, 
since California law required the ap- 
proval of at least 50% of the mem- 
bership. Lending institutions were 
notified of the 
ability of the company’s shares from 
and after May 5, 1955. 


to be nontransfer- 


A formal sale of the assets of the 
company to the County Water Dis- 
1955; 
the latter took possession April 26. 

On June 7, 1955, the board of di- 
rectors met to canvass the ballot filed 


trict was effected on April 25, 


by the membership. More than 50% 
of those forwarding ballots having 


of dissolution with the State. 

On June 14, 1955, such a certifi- 
cate was forwarded to the Secretary 
of State. In a letter dated June 20, 
1955, the shareholders were advised 
of the resolution of the directors to 
take formal steps looking toward dis- 
solution. The company filed Form 
966 the District Director on 
June 30, 1955, stipulating June 7, 
1955, as the date a plan oi liquida- 


with 


tion and dissolution was adopted. 
The company, as of June 1955, had 
3,622 Checks 
covering 3,618 of these shares were 
prepared or held for mailing. As to 
the four shares for which no checks 
were prepared, one involved a mem- 


shares outstanding. 


ber who had disclaimed his interest, 
two involved members in default on 
bills, one involved 
a deceased member, the distributee of 
whose estate was unknown. All checks 
other than the aforementioned had 


their water and 


been received and canceled sometime 
prior to February 27, 1956. 

However, of the 3,622 shares for 
authorized, 


five remained outstanding as of April 


which checks had been 
15, 1956. One check was being held 
by the company at the request of the 
attorney for the estate of the deceased 
shareholder the 


was unknown. With respect to the 


wherein distributee 
remaining four shares, two were held 
by a couple in the course of divorce 


proceedings, and the remaining two 


were in the name of still another 
deceased member. All of the latter 
four shares were received for can- 


celation sometime between April 16, 
1956, and April 30, 1956. Checks in 
payment therefor were dated and 
April 30, 1956. After April 
30, 1956, only one share of the com- 


mailed 


pany’s stock had not been received 
and canceled. Nonetheless, these facts, 
in part, prompted the Commissioner 
to challenge the company’s compli- 
ance with Section 337. 


® The gain realized as a result of the eminent 
domain proceeding was, of course, a capital 
gain. See Section 1231(a). 

> The $598,905.62 represented the gross amount 
of the award in condemnation of $600,884.00 
less pro-rated property taxes of $1,978.38. The 
cost basis of the assets covered by the award 
being $417,076.17, a capital gain of $181,829.45 
resulted. 
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amount of the award. The mere fact 
that the solicitation of shareholder con- 
sent to the dissolution of the corpora- 
thereafter was deemed 
immaterial. Equally immaterial were the 
facts that the directors did not adopt a 
resolution of dissolution until June 7, 
1955, and that a certificate of dissolu- 
tion was not submitted to the State of 
Calilfornia until June 14, 1955. 


tion occurred 


Liquidation v. dissolution 

The Tax Court thus has once again 
recognized that a distinction is to be 
made between liquidations and disso- 
tions.6 Dissolution of a corporation is 
basically a question of adherence to cer- 
tain formalities prescribed by state law.? 
Liquidation of a corporation, on the 
other hand, is fundamentally a question 
of fact,8 i.e., was there the requisite in- 
tent to liquidate the corporate business.® 

Although there is no necessity for 
the adoption of a formal written plan of 
there nonetheless 
be evidence indicative of an intent to 
liquidate.11 The date of adoption of a 
plan of complete liquidation ordinarily 
is determined by reference to the date 
on the 
plan is forthcoming.12 However, even 


liquidation,10 must 


which shareholder consent to 
this rule is not uniformly applied.18 
In the La 


mination of the date of adoption of the 


Crescenta case, the deter- 


plan of complete liquidation was made 
by reference to the activities of the di- 
rectors rather than the shareholders and 
irre'pective of any steps taken toward 
diss ‘lution. The Tax Court in finding 
that the plan had been adopted on 
April 25, 1955, said: 


“When the decision to accept the 
®1 Mertens, Law of Federal Income Tazation, 
9.77. 

7 Ibid. 


51 Mertens, supra, #9.79. 
® Kennemer, 35 BTA 415, aff’d, 96 F.2d 177 (CA-5, 
1938). 


10 International Investment Corp., 11 TC 678 
(1948), aff'd per curiam, 175 F.2d 772 (CA-3, 
1949); Roach, 4 TC 1255 (1945). 

1 Burnside Veneer Co., Inc., 8 TC 442 (1947), 


aff'd, 167 F.2d 214 (CA-6, 1948). 

12 Rev. Rul. 57-140, 1957-1 CB 118; cf. Rev. Rul. 
58-391, 1958-1 CB 139 (holding that date of ap- 
proval of plan by the shareholders was immaterial, 
as the shareholders had no power to pass on the 
plan under state law). 

18 See Powell’s Pontiac-Cadillac, Inc. v. Gross, — 
F.Supp. — (1960), DC N.J. 

14 The sole exception to this rule is with respect to 
shareholders who cannot be located. In that event, 
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award was made at the [April 25, 1955] 
meeting, the plan of liquidation was 
put into effect even though no formal 
resolution of liquidation or dissolution 
was adopted. Obtaining the consent of 
the shareholders to dissolve the company 
and the subsequent adoption of a reso- 
lution of dissolution at the directors’ 
meeting on June 7, 1955, was only one 
of the formal steps taken in carrying 
out the plan of liquidation.” 

The sale of La Crescenta’s assets hav- 
ing occurred on April 25, 1955, it was 
found not to have antedated the adop- 
tion of the plan. 

But the Commissioner then argued 
that, even if the plan had been adopted 
on April 25, 1955, the requirements of 
Section 337 had not been satisfied in 
that all of the assets of the company (less 
amounts retained to meet claims) had 
not been distributed within 12 months 
thereafter. This argument stemmed from 
the fact that as many as five shares of 
the company had not been canceled un- 
til April 30, 1956. 

Although it seems patently untenable 
that a failure to cancel only five shares 
out of a total of 3,622 should cause 
disqualification under Section 337, there 
is support for the Commissioner’s con- 
tention in the Regulations. Regs. Sec- 
tion 1.337-2(b) states that “no amount 
may be set aside to meet claims of share- 
holders with respect to their stock.’14 
Taken literally, the Regulations would 
have removed the La Crescenta liquida- 
tion from the terms of Section 337. 

Despite the absence of strict compli- 
ance with the language of the Regula- 
tions, the Tax Court concluded that the 
liquidation in question satisfied Section 
337 and that the gain resulting from the 
condemnation award was nontaxable. 
Reviewing the requirements imposed by 
the Regulations the court observed: 

“But to apply this section of the Regu- 


Regs. Section 1.337-2(b) permits liquidating dis- 
tributions to be made to state officials, trustees, or 
other persons authorized by law to receive distri- 
butions on behalf of missing shareholders. See also 
Rev. Rul. 57-140, supra. 

15 See Lewis B. Meyer Estate, 15 TC 850 (1950), 
rev'd on other grounds, 200 F.2d 592 (CA-5, 1952). 
16 In Louisville Trust Co. v. Glenn, 65 F.Supp. 193 
(WD Ky. 1946), aff'd sub. nom. Cummins Distil- 
leries Corp., 166 F.2d 17 (CA-6, 1948), the court 
recognized a distribution to trustees for stockhold- 
ers as a distribution in liquidation. And in Weiss- 
man, supra, 12 JTAX 166 (1960), such a proce- 
dure is advocated in the event a shareholders’ 
derivative suit, instituted during the course of 
liquidation, delays full distribution in liquidation 
beyond 12 months from the date of adoption of the 
plan. 

17 See Regs. Section 1.337-2(b). 

18 Rev. Rul. 57-140, supra. 








lations in the manner suggested by re-} past, | 
spondent here so as to require, for com) payer. 
pliance with the statute, a distribution} seems 
to some third party of every penny of} is avi 
cash admittedly due and in a fixed} corpo 
amount to redeem a few shares of stock} cise ti 
the true ownership of which, or the} presci 
identity and location of the owners} pletec 
thereof, cannot be determined within’ Sectic 
the 12-month period would not, in our} event 
opinion, be justified or warranted under}! the r 
the statute.” } clearl 

The court further observed that there| Wi 
had been a good-faith attempt to ef.) tribu 
fect a complete liquidation and that it) 12 m 


was not within the contemplation of 
Congress that a minor deviation from| Ta 
the terms of the Regulations should re- 
sult in denial of the benefits afffforded| f 
by the statute.15 It was also theorized 
that since the directors of the company 
were trustees of the corporate assets 
the course of 





during winding up, 
amounts set aside for purposes of re-| The 
deeming a small number of outstanding | cases 
shares could be said to have been dis-| ae 
tributed to the said directors as trustees} ~~ 
for the benefit of the holders of such) @"@ 
shares.16 focu: 
Significance of decision 7. 
La Crescenta is, therefore, good wt « 
thority for the proposition that, con-| ‘hat 
trary to Regs. Section 1.337-2(b), allf ©™* 
corporate assets need not be distributed latin 
within 12 months after adoption of a stead 
plan of complete liquidation provided ally, 
that there has been a good faith attempt} has 
to distribute in full and the amounts} #¥ 
retained are minute in comparison with bear 
the amounts paid out. Any other result diffic 
would work an obvious injustice and| "Ve 
frustrate the Congressional purpose un.- ; In 
derlying Section 337. tor 
In summary, the La Crescenta decision graft 
raises two distinct problems under Sec- Sect 
tion 337: first, the date on which the) "P? 
plan of complete liquidation is said} #4" 
to be “adopted,” and second, the neces ) and 
sity for distribution of all corporate) r 
assets within 12 months after adoption Com 
of the pian. ny 
At this writing, the Regulations!?} "8 - 
and revenue rulings!8 seem to favor the | “@*P 
date on which shareholder approval of the 
the liquidation takes place as the “date the 
of adoption of the plan.” But as the } Pat 
La Crescenta decision so amply illus = 
trates, this position has not always met of 
with judicial approval. The consequence with 
is that, upon a contest, a post hoc factual f ° * 
determination must be made. Although (Sec 
such factual determinations haye, in the wid 
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past, proven quite favorable to the tax- 
payer, the present posture of the law 
seems undesirable. No firm guidepost 
is available to corporate counsel and 
corporate officers in planning the pre- 
cise time period within which the steps 
prescribed by Section 337 must be com- 
pleted. A Congressional amendment to 
Section 337, one that will stipulate the 
event whose occurrence will commence 
the running of the 12-month period, is 
clearly in order. 

With respect to the question of dis- 
tribution of all corporate assets within 
12 months after adoption of the plan, 


La Crescenta makes it clear that Regs. 
Section 1.337-2(b) has greater elasticity 
than would appear. However, counsel 
may often encounter situations in the 
course of corporate liquidations wherein 
the percentage of shares outstanding at 
the termination of the 12-month period 
threatens to greatly exceed the minimal 
percentage in La Crescenta. Clearly, the 
only safe solution in such a case is to 
make distributions on behalf of such 
shareholders to a duly appointed inde- 
pendent trustee. Absent such distribu- 
tions, a danger of disqualification under 
Section 337 exists. w 


Tax Court may be confused on burden 


of proof in accumulated earnings cases 


by JOHN E. SCHEIFLY 


The changes made by the 1954 Code in the burden-of-proof rules in Section 534 


cases have confused rather than clarified the question, at least in the Tax Court. 


Mr. Scheifly fears that the court may apply 1939-Code holdings to 1954-Code cases 


and discusses some procedural steps counsel for taxpayers in such cases can take to 


focus the court’s attention on the point. 


ee ACCUMULATED EARNINGS TAX iS a 
tax imposed upon a state of mind; 
that is, upon the intention to avoid in- 
come tax upon shareholders by accumu- 
lating corporate earnings and profits in- 
stead of distributing them. Tradition- 
ally, the burden of proof in tax cases 
the 


and in 


accumulated earnings cases this burden 


has been upon taxpayer; 
bears particularly heavily because of the 
difficulties inherent in proving a nega- 
tive intention. 

In the 1954 Code, Congress attempted 
to remedy some of these difficulties by 
grafting two new provisions upon old 
Section 102 [which imposed a surtax 
upon corporations improperly accumu- 
lating surplus]: one a procedural device 
and the other a substantive change. 

[he procedural device requires the 
Commissioner to notify the taxpayer of 
any proposed deficiency notice involv- 
ing the accumulated earnings tax. If the 
taxpayer submits a statement showing 
the grounds (and the facts supporting 
the grounds) which establish that any 
part of the earnings 
the 
the 
with respect to those 
to the Commissioner in the 
534(a)(2)). 


widely heralded as a boon to the tax- 


and profits were 


accumulated for reasonable needs 


of the business, burden of proof 


grounds is shifted 
Tax Court 
This change 


(Section was 


payer which would prevent the abuses 
that inspired the change.1 

The first the 
procedural section belied its role as a 
boon to taxpayers. The Tax Court has 
not only refused to rule in advance of 


decisions under new 


trial that the burden of proof has not 


shifted to the Commissioner,? but has 


also held that, despite the language of 
this section, the ultimate burden of 
proof never shifts, but is always upon 
the taxpayer. This approach has caused 
understandable concern among tax- 
payers’ counsel. 

There is one bright spot. All of the 
date have 
governed by the substantive provisions 


of the 1939 Code; under the 1939 Code 


decisions to involved cases 


1 Senate Committee report, Sen. Rep. No. 1622, 
83rd Cong., 2d Sess., p. 70. 

2 See e.g., Freiss Originals, Inc., Docket No. 56661; 
Novi Equipment Company, Docket No. 55967, 
56472; Turnure & Blood, Inc., Docket No. 61622; 
Anderson Lumber & Supply Co., Docket No. 62657. 
8 Pelton Steel Casting Co., 28 TC 153 aff’d on other 
grounds, 251 F.2d 278 (CA-7). 

4 Section 102 of the 1939 Code provided that the 
fact that the earnings and profits of a corporation 
were permitted to accumulate beyond the reason- 
able needs of the business was determinative of the 
purpose to avoid tax upon the shareholder unless 
the corporation proved to the contrary by a clear 
preponderance of the evidence. The reasonableness 
of the accumulation indicated the quantum of evi- 
dence required to disprove the prohibited purpose 
as well as being itself evidence of the lack of pro- 
hibited purpose. 
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the reasonableness or unreasonableness 
of the accumulation simply raised or 
dispelled the presumption of the in- 
tention of 
holders.4 

While 
cumulation still bears this relationship 


to avoid taxation share- 


the reasonableness of the ac- 
to the presumption of prohibited pur- 
pose,®> it has a further substantive role 
under the 1954 Code. The substantive 
change made by the 1954 Code pro- 
vides, in effect, that the amount of the 
fact for the 
reasonable needs of the business is not 
subject the 


accumulation which is in 


to accumulated earnings 
tax.6 Therefore, every accumulated earn- 
ings case governed substantively by the 
1954 Code 
of the 


proof is 


reasonableness 
The 


as opposed 


involves the 


accumulation,7 burden of 


substantive, to 
being merely a peg upon which a pre- 
sumption is hung, and the Tax Court 
should its 1939 Code deci- 


sions in deciding cases to which the 1954 


not follow 
Code is applicable. 

In a very recent case, Fotocrafters Inc. 
(TEM-1960, 254), the Tax Court adopt- 
ed this line of reasoning. However, in 
view of the brevity of the discussion of 
this point and the fact that the decision 
was issued as a memorandum one, prac- 
titioners will do well to argue this point 
in any Tax Court litigation. 

It is still too early to assume that 
the Tax Court has overcome the confu- 
sion evident in its earlier cases between 
the two Codes and has given up its re- 
luctance to follow the obvious intention 
of Congress with respect to the burden 
of proof. The number of these earlier 
pronouncements presages rough sledding 
for the taxpayer in this area for a while. 
Therefore, in preparing a presentation 
of an accumulated earnings case, it 
would be well to take all steps possible 
to focus the Tax Court’s attention (and 
that of the Appellate Court, if justice 
should fail to triumph below) upon this 


5 Section 533(a) of the 1954 Code is substantially 
similar to Section 102(c) of the 1939 Code. 

® The accumulated earnings tax is imposed upon 
“accumulated taxable income,”’ Section 531. Earn- 
ings and profits that have been accumulated for 
the reasonable needs of the business are subtracted 
from taxable income in arriving at accumulated 
taxable income, Section 535. Therefore, the rea- 
sonable accumulations are not subject to the tax. 
7™The Commissioner’s notice of deficiency cus- 
tomarily does not refer to an accumulation beyond 
the reasonable needs of the business but merely 
states there has been an accumulation for the pur- 
pose of avoiding income tax upon shareholders. 
Despite its omission from the wording of the de- 
ficiency notice, it is clear that the reasonableness 
of the accumulation is in fact involved in the case, 
since the tax cannot attach to those earnings that 
have been reasonably accumulated. 
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precise point. The minimum program 
to accomplish these objectives would 
seem to involve the following: 

L, 2a 
Section 534, precisely delineating for 


clear concise statement under 
each year involved the business reasons 
justifying both the continued accumula- 
tion of prior years’ earnings and the 
accumulation of the current years’ earn- 
ings. Where evidentiary facts are sup- 
ported by documentary evidence, attach 
a copy thereof, photostated and suitably 
certified or otherwise authenticated. 
Identify these documents consecutively 
to them in the statement in 


and refe1 


much the same manner as you give 
record and exhibit references in a brief. 
Include the statement in its entirety in 
your petition and allege affirmatively 
the truth of the statement. 

2. A motion prior to trial for a ruling 


that the burden of proof with respect 
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to the amount of the earnings accumu- 
lated for the reasonable needs of the 
business, as set forth in your statement, 
is upon the Commissioner. This motion 
should be accompanied by a hard-hitting 
brief on the point. 

3. Include in  petitioner’s opening 
brief an additional point of argument 
that the Commissioner has failed to 
satisfy his burden of proof. Support this 
with a careful weighing of the evidence 
that assists the Commissioner in carry- 
ing this burden against the mass of con- 
trary evidence (hopefully) you have 
introduced. 

To be sure, such an approach places a 
burden upon you far beyond that ap- 
parently intended by Congress; but you 
cannot risk doing less until and unless 
the Tax Court changes its position in 
a clear-cut decision. At least you will 
have presented your point in the clear- 
est manner possible and in such a 
fashion as to assist in obtaining a deci- 
sion in your favor upon the merits of 
the case. You will have preserved the 
point for your appeal, if an appeal be- 
comes necessary. And who knows, you 
succeed Tax 


may in convincing the 


Court of the merit of your position! 


this month 





rate decisions 


Corporation held collapsible. The tax- 


payers were stockholders in a corpora- 


tion that financed the construction of 


apartment houses with FHA-guaranteed 


mortgages. Shortly after the comple- 
tion of construction, the excess of the 
mortgage over. the construction costs 
was distributed to the _ stockholders. 
Shortly thereafter, the stockholders sold 
their stock. The Commissioner deter- 
mined that the gain realized by the dis- 
tribution of the excess mortgage pro- 
ceeds and the proceeds received trom 
the sale of stock should be taxed as 
ordinary income because the corpora- 


tion was a collapsible corporation. The 
the 
The issues raised by 


[ax Court agreed with Commis- 


sioner. the tax- 


payers on this appeal were (1) whether 
there was sufficient evidence from which 


the Tax Court could find that the cor- 


poration was availed of by the taxpayers 


“with a view to the sale or ex- 


change of the stock by its shareholders 
... prior to the realization by the corpo- 


ration constructing the prop- 


erty of a substantial part of the net in- 


come to be derived from such prop- 


, 


erty”; (2) whether the distribution and 


sale took place prior to the realization 
of the substantial part of the net in- 
come to be derived from the property; 
and (3) whether more than 70% of the 
gain to petitioners was attributable to 
property. ‘This 
Tax Court 
against the taxpayers on all three issues. 


the constructed court 


agrees with the and finds 
According to this court, the taxpayers’ 
attempt to separate the gain on the 
land, which was owned before the cor- 
poration was formed, from the gain on 
construction is a distinction of form 
only, and there was no proof of sub- 
the 
before iit was transferred to the corpo- 
ration. Mintz, CA-2, 11/17/60. 


stantial increase in value in land 


*Boot disquaiifies a “B” reorganization. 
Taxpayer exchanged his stock for stock 
of another corporation plus $3 million 
in cash. He argued that the Code and 
the Regulations treat the exchanges as 
ie 
only to the extent of the cash received 


reorganization, recognizing gain 


as boot. The Tax Court agreed, noting 
that courts have so held and the Regu- 
lations seem to have concurred even to 


the extent of containing an illustration 


of a case like this. This court reverses, 
From a lengthy examination of legisla. 
tive history it concludes that a “B” re- 
organization exists only if the exchange 
is solely for stock. The boot provisions 
have no application to a “B” reorgan. 
ization. The exchange is fully taxable, 
Turnbow, CA-9, 12/5/60. 


IRS withdraws acquiescences in old 
cases allowing loss carryovers after 
change of business. The IRS acquiesces 
in three cases in which a loss carryover 
was permitted after a change in busi- 
ness. In A. &B. Container Corp. the 
Tax Court permitted a corporation to 
use operating losses incurred in a book 
business against profits in 1943 derived 
from a corrugated container business, 
Unused EPT credits were also allowed 
WAGE, 
allowed to carry losses and unused credits 


to be carried over. Inc., was 
from years in which it was engaged 
in the automobile business to years in 
which it was a radio broadcaster. Similar 
carryovers were permitted in Northway 
Securities Co. The IRS had previously 
acquiesced in these cases. [All these cases 
arose under the 1939 Code; presumably 
the IRS is applying the Libson case, in 
which that 
the 
business that sustained the loss.—Ed.] 
A. & B. Container Corp., 14 TC 842; 
WAGE, Inc., 19 TC 249; Northway Se- 
curities Co., 23 BTA 532, all non-acq., 
IRB 1960-50. 


the Supreme Court said 


carryovers can be used only by 


Lifting costs are a cost of oil and gas 
sold. A company is a personal holding 
if, 80% 
of its total gross income is from speci- 
fied sources. The IRS rules that lifting 
costs must be deducted from gross sales 


company among other tests, 


in computing the total gross income of 
the owner of oil and gas wells. Lifting 
costs are the costs incurred after drilling 
but before production; they are a cost 
of production. Rev. Rul. 60-344. 


No one-year-expenses test for determin- 
ing of 
Taxpayer corporations operated motion- 


reasonableness accumulation. 
picture theatres and were part of ex- 
tensive business interests carried on by 
one family. The corporations had ac 
cumulated large surpluses and sought 
to prevent the imposition of the penalty 





*kindicates a case or ruling of un- 
usual importance. 

*indicates a case or ruling having 

some novelty or unusual interest. 
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surtax by contending they needed the 
accumulations to meet the competition 
of drive-in theatres and television and 
to refurnish and refurbish their theatres. 
On the facts, the Tax Court found the 
earnings accumulated prior to the tax- 
able years in issue were more than 
sufficient to meet any reasonable needs 
of their businesses immediately or pros- 
pectively, as evidenced by extensive 
loans to several of the family enter- 
prises. This court upholds the imposi- 
tion of the penalty tax. It rejects tax- 
payer’s argument that the accumulations 
were not unreasonable as a matter of 
law because they represented less than 
a year’s expense requirements. Latchis 


Theatres of Keene, Inc., CA-1, 1/5/61. 


Corporation unreasonably accumulated 
profits. The district court decided that 
the taxpayer corporation, practically all 
of whose sales were made to a common- 
ly controlled corporation that occupied 


the same premises, accumulated 99° of 


0 
its earnings during 1950 through 1953 
for the purpose of preventing imposi- 
tion of surtax on its controlling share- 
holder. The taxpayer appealed. This 
court affirms. Despite some testimony 
that the corporation was accumulating 
funds in contemplation of future expan- 
sion, that it would be in need of addi- 
tional machinery and equipment, and 
that it was somewhat fearful of refunds 
pursuant to renegotiation contract, there 
was no evidence, according to this court, 
of “anything more than nebulous plans” 
for future expansion of the corporation. 
The finding of the district court that 
the business was not a new one, that it 
grew out of a prior organization, mili- 
tates against the taxpayer’s argument 
that it needed to accumulate profits be- 
cause it was running a new business. 
Engineering Corp. of America, CA-7, 
11/22/60. 
Bad debt deduction allowed on ad- 
vances to foreign subsidiary. Taxpayer 
organized a subsidiary to carry out a 
short-term project in the Dutch East 
Indies. A subsidiary was organized be- 
cause taxpayer did not want to risk its 
own resources. Taxpayer advanced $564,- 
000 to the wholly-owned subsidiary. The 
subsidiary issued only six shares of $5 
stock. The district court disallowed the 
debt $467,000 
$97,000 of received 
winding up the subsidiary. This court 
the 
capitalization, the parties intended that 


after 
upon 


bad deduction of 


assets was 


reverses. Despite extremely thin 


the advances would have the character 
of debt. The operation of sub- 
sidiary was to be completed in a short 
time. Byerlite Corp., CA-6, 12/15/60. 


the 


Debenture bonds were loans, not capital. 
Partly in exchange for notes held by 
taxpayer and partly for cash, his con- 
trolled corporation issued $50,000 of 
debenture bonds, $18,000 in the names 
of his children. The bonds had all the 
features of a true indebtedness—fixed 
interest, maturity, etc. [The debt-capi- 
tal ratio is not shown.—Ed.] From all the 
evidence, the court finds the loans were 
not to be considered capital for tax pur- 
poses. Principal payments are not tax- 
able. But the court finds that there was 
no real gift to the children. Taxpayer is 
all of the 
reimbursements made by 


interest. Certain 
the 
tion are also found to be 
Little, DC Tex., 12/20/60. 


taxable on 
corpora- 
dividends. 


Advances to corporation held to be con- 
tributions to capital. Taxpayer pur- 
chased a controlling interest in a corpo- 
ration that owned the patents on twin 
parking meters. Advances by taxpayer 
to the corporation over the years to en- 
able it to meet its operating needs were 
found on the facts to have been capital 
in nature rather than loans. According- 
ly, the deduction for worthlessness of 
the 
Court held, governed by the provisions 


taxpayer's investment was, Tax 
relating to capital assets rather than by 
This 
affirms. American-LaFrance-Foamite 
Corp., CA-2, 12/13/60. 


the bad debt provisions. court 


Liquidation plan not adopted prior to 
sale. Under Section 337 a corporation 
is not taxed on the gain from sales of 
assets after it adopts a plan of liquida- 
tion. Although the plan does not neces- 
sarily have to be formally adopted, the 
finds that here the conversations 
the 


court 


among stockholders and directors 
did not constitute adoption of such a 
plan. The testimony indicated that the 
plan was actually contingent upon con- 
summation of the Whitson, DC 


N. Dak., 12/14/60. 


sale, 


$140,000 of $250,00 salary to president 
of family corporation is found unrea- 
sonable. A salary payment of $250,000 
to the president, who is the son of the 
founder of a closely held family corpora- 
tion engaged in the paper industry, is 
deemed unreasonable to the extent it 
exceeded $110,000. The Tax Court com- 
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mented that no evidence was presented 
to show that the son possessed special 
qualifications, either with respect to the 
paper industry, generally, or the corpo- 
ration’s operations, in particular. The 
fact that he substantial divi- 
dends in the years at issue indicates the 
payment 


waived 


intended as a dividend. 
This court affirms. Gilman Paper Co., 
CA-2, 12/13/60. 


was 


Income from operation of farms is not 
“rent.” Rents are included in personal 
holding company income unless they 


constitute 50% or more of corporaic 


gross income. A corporation owning 


farmers to iarm 
the property. They paid a stated per- 


farms contracted with 


centage of crops as compensation. The 
corporation kept detailed records of the 
operations and exercised active manage- 
ment and supervision through an agent. 
The held that 
derived from the farm operations was 


Tax Court the income 
not rent; it was income from farm opera- 


tions. Non-acquiescence published in 
CB 1956-2 is withdrawn. Webster Corp., 


25 TC 55, acq., IRB 1960-50. 


Preferred stock redemption equivalent 
to dividend. After redemption of other 
interests, taxpayer held all of the pre- 
ferred and common stock of a corpora- 
The 


issued in the incorporation of a part- 


tion. stock had originally been 
nership. Taxpayer then had the corpo- 
ration redeem all of his preferred shares. 
There was no contraction of the corpo- 
The 
demption was essentially equivalent to 
a dividend. Ballenger, DC S. C., 12/1/60. 


rate business. court finds the re- 


DIVIDENDS 


Payments by corporation in settlement 
of stockholder’s guaranty constitute a 
dividend. Payments by a corporation in 
discharge of a liability incurred by its 
sole stockholder as endorser of a note of 
another corporation are treated as a 
stockholder. Further- 
stockholder is denied a 


dividend to the 


more, the loss 
deduction for making good on his guar- 
anty, since he failed to prove that his 
the 


expectation that the notes would be 


endorsement was with reasonable 
paid by the obligor corporation. Bern- 


stein, TCM 1960-287. 


*Redemption for sale to employees is 
not dividend. Pursuant to an agreement 
among the five stockholders of a corpo- 
ration, the surviving stockholders pur- 
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stock of a deceased stock- 
holder at book value. The surviving 
stockholders, the taxpayers here, then 
the stock to the corporation, 
which held it as a treasury stock. The 
corporation ultimately sold the stock to 
key employees to retain them in the 


chased the 


resold 


business. Affirming the Tax Court, this 
the tax- 
payers to the corporation was not essen- 


court holds that the sale by 
tially equivalent to a dividend. There 
was a business purpose in the arrange- 
ment. Decker, CA-6, 12/12/60. 


Withdrawals from family corporation 
treated as dividends, not loans. 
payer and his family were in complete 


Tax- 


control of a corporation that had a 
large amount of cash in its bank ac- 
count, apparently far in excess of its 
needs. Because of litigation then pend- 
ing involving ownership of some of the 
stock, dividends could not be declared. 
Taxpayer and his family, however, with- 
drew large sums from the corporation 
the 
other corporations in which they were 
the 
making 


for their own use and for use of 


interested, without any of usual 


formalities followed in bona 
fide loans. Under the circumstances, the 
Tax Court held, and this court affirms, 
but 


the withdrawals were not loans 


dividends. Spheeris, CA-7, 12/13/60. 


Redemption of stock by canceling loan 
is equivalent to a dividend. Taxpayer 
was sole stockholder in a corporation 
primarily engaged in the real estate busi- 
ness. In 1945 and 1946, the corporation 
disposed of several parcels of real estate. 
In 1946, the corporation purchased from 
the taxpayer one-half the total outstand- 
ing stock of the corporation and at the 
off 
debt of taxpayer. The court of appeals 


same time wrote an open account 


held that the redemption had the effect 
On 


finds that the debt write-off was an addi- 
1946. Woodlaw, DC 


of a dividend. remand, this court 
tional dividend in 


Ore., 12/12/60. 


Corporate payments to children of de- 
ceased stockholder were dividends. Pay- 
ments made by a corporation to each of 
the five children of a deceased officer- 
stockholder are held to constitute divi- 
dends rather than nontaxable gifts. The 
children had received the stock of the 
deceased in trust and had voluntarily 
executed an agreement to defer distribu- 
tion of the stock for a period of three 
years beyond the time provided by the 
trust so that the 


instrument, corpora- 
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tion would remain under the control of 
the trustees. The court finds the domin- 
ant reason for the payments was to 
provide each of the children with in- 
come from the corporation during the 
period distribution of the stock was de- 
ferred rather than the detached and in- 
dependent generosity of the corporation 
flowing from its gratitude to and affec- 
tion for the decedent. Nickerson, TCM 
1960-270. 


Reasle of property by stockholder to 
corporation at profit was a disguised 
dividend. A controlling stockholder of 
a family corporation purchased for $35,- 
000 a building under lease to the corpo- 
ration and immediately resold it to the 
corporation for $75,000. The court finds 
as a fact that only $35,000 of the $75,- 
000 paid by the corporation to the 
stockholder was consideration the 
property and that the remaining $40,- 
000 was a disguised dividend. The stock- 
holder’s attempt to show that the prop- 


for 


erty itself was worth $75,000 at the 
time is unconvincing, in view of the 
corporation’s long-term lease at low 


rental. Goodstein, TCM 1960-276. 
RELATED TAXPAYERS 


Trust beneficiaries counted as owners 
of trust’s stock to disallow capital gain 
on sales to corporation. In 1948 taxpayer 
contributed stock of his corporation to 
for his three 
minor children. In 1954 taxpayer claim- 
ed capital gain on depreciable property 


three irrevocable trusts 


sold to this corporation. At this time tax- 
payer, his wife, and his minor children 
owned more than 80% of the value of 
the outstanding stock of the corporation 
if the stock held by the trust for his 
minor must be considered 
children 
1239, which disallows capital 


children 
the 


as 


owned by minor under 
Section 
gain treatment to an individual who sells 
depreciable property to a corporation 
80%, or more in value of the outstand- 
ing stock of which is owned by him, his 
wife, or minor children. The Commis- 
sioner disallowed capital 
ment, relying on Regs. Section 1.1239-1, 
which treats stock it Se 
“beneficially” owned. Taxpayer argued 
that (1) no such rule is in Section 1239 
and (2) the legslative history of Section 
1239 indicates that the “‘beneficient” at- 
tribution rules were originally in the 
House version of Section 1239 but were 
eliminated by the Senate on the ground 
that 


gain treat- 


as owned is 


too bona fide transactions 


many 


would be covered by the House version. 
The court holds that the Commissioner's 
Regulation must be upheld, since it is 
not clearly unreasonable, although ad- 
mitting that, absent the Regulations, 
they would draw their own inferences 
from the Congressional history. The 
court also rejected taxpayer’s argument 
that the children were not beneficial 
owners, since, if they died before reach- 
ing 21, they would receive nothing, find- 
ing that, even if the children had no 
vested present interest, the value of 
their expectancy interest coupled with 
taxpayer’s and his wife’s interest is clear- 
ly over 80% of the value of the out- 
standing stock. Mitchell, 35 TC No. 58. 


Transfers to controlled corporation were 
exchanges of patents. Taxpayers as part- 
ners had developed a patent and had 
given an exclusive license to a_ third 
person. After extended series of 
negotiations, the interests in the part- 
nership were transferred to a corpora- 
tion created by the partners; the corpo- 
ration agreed to make payments to the 
partners based on the royalty it re- 
ceived. Reversing the district court, this 
court holds that the the 
transaction was a sale of the patent, re- 
sulting in capital gain. The fact that 
the refund claims were based on a some- 
what different theory as to when the 
transfer took place did not preclude re- 
covery. Mayer, CA-9, 12/9/60. 


an 


substance of 


Allocation of cost of subdivided realty. 
The corporate taxpayer paid $75,000 for 
land, which it subdivided and on which 
it built houses. de- 
termined the cost of the lots on the as- 
sumption that the tracts had identical 
value. However, some land was higher 
than other land, was de- 
veloped and some was not. The jury 
finds that approximately 55% 


The Government 


and some 
, of the 
cost should be allocated to approximate- 
ly 38% of the land sold during the 
period. Point City Development Co., 
Inc., DC Va., 9/22/60. 


*Transfer of mortgaged property to 
controlled corporation was sale; gain is 
taxable. Taxpayer was a 50% stock- 
holder of a corporation that owned all 
of the stock of a financially distressed 
insurance company. He owned 
mortgaged real estate worth about three 
times its basis. He obtained a new mort- 
gage in excess of the basis of the prop- 
erty, paid off the old mortgages, and per- 
sonally retained about $40,000. He then 


also 





~~ 


~~ 





eel 








trans 
tion, 
consi 
corp’ 
insu 
mort 
meré 
did 3 
that 
ferre 
pany 
year 
cour 
tran 
to t 
the 

a ge 
his 

gage 
proy 
ceec 
tax] 
cial 
doe 
real 
but 
pro 
CA 


rsion., 


oner’s 


tions, 
rences 
The 
iment 
eficial 
reach- 
, find 
1d no 
ue of 
with 
clear 
out- 


0. 98 


l were 
> part 
1 had 
third 
es ol 
part 
rpora 
COrpo 
to the 
a 
t, this 
of the 
nt, re 
t that 
some 
n the 


de re 


realty. 
OO for 
which 
it de 
he as 
-ntical 
higher 
is ae 

jury 
of the 
imate 
@ the 


POs 


rty to 
rain is 
stock 


ed al 


owned 
three 
mort 
prop- 
id per 


e then 





——— 


— 





transferred the property to his corpora- 
tion, subject to the new mortgage, for a 
consideration of $100 never paid. The 
corporation in turn transferred it to the 
insurance company, also subject to the 
mortgage. ‘Taxpayer contended that he 
merely made a capital contribution that 
did not result in gain or loss. It appears 
that the other stockholder also trans- 
ferred property to the insurance com- 
Both sold out within the next 
year. The Tax Court found, and this 
court affirms, that the substance of the 


pany. 


transaction was a sale of the property 
to the corporation at a price equal to 
the outstanding mortgage, resulting in 
a gain equal to the difference between 
his basis and the amount of the mort- 
gage. The fact that value of the 
property at the time of the transfer ex- 
ceeded the mortgage and that one of 
taxpayer’s motives was to render finan- 


the 


cial assistance to the insurance company 
does not alter the result. If taxpayer 
really intended merely a capital contri- 
bution, transferred the 


refinancing. 


he would have 
before 
15/60. 


property 
CA-3, 12 


Simon, 


Rentals to related partnership were rea- 
sonable. Because of a shortage of capi- 
tal, taxpayer-corporation developed the 
practice of renting heavy-duty construc- 
tion equipment rather than purchasing 
it. The equipment was rented from a 
partnership composed of some, but not 
all, of the shareholders. 
reasonable rental 
a trade manual. 
From this and other evidence the court 


Evidence of a 


rate included rates 


shown in association 
concludes the rental charged was reason- 
able and allows the deduction. Arkhola 
Sand & Gravel Co., DC Ark., 12/22/60. 


Sale of subsidiary to brother is taxed 
as dividend. Taxpayers here owned in- 
dividually 50% of the stock of a New 
Jersey corporation. In approximately 
the same proportions they owned stock 
in a New York corporation, which in 
turn held the other 50% of the New 
corporation. The New York 
corporation also had a wholly owned 
subsidiary, Tylon. As individuals, the 
taxpayers sold their 50% stock interest 
in New Jersey to Tylon, for cash. Ac- 
tually this transaction made no differ- 
ence in their ownership. The court holds 
the sale must be treated as a dividend. 
This type of sale of one subsidiary to a 
brother subsidiary is the evil at which 
Section 304 is aimed. Radnitz, DC N. Y., 
10/17/60. 


Jersey 


Crop-growing expenses allocated to cor- 
porate seller. Before transferring its 
farm to a controlled corporation in a 
tax-free exchange, taxpayer incurred all 
the expenses incident to growing the 
crops. The crops were then sold by the 
corporation. The court approves the 
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allocation of the ex- 
penses to the corporation. Under Sec- 
tion 482 this allocation is necessary to 
put the transaction on the same basis 
as it would have been if the parties had 
dealt at arm’s length. Rooney, DC 
Calif., 10/4/60. 


Commissioner's 


New fraud and negligence decisions 





Omission of over-ceiling payments 
fraudulent. An active member of a part- 
nership engaged in the whiskey business 
is found to have personally received 
over-ceiling payments in the amounts of 
$185,000 and $90,000 in 1943 and 1944. 
His failure to report such large amounts 
in income is considered willful with in- 
tent to evade tax, and the penalties are 
sustained. Smith, CA-5, 12/6/60. 


Net worth improper where books and 
records correctly show The 
asserted deficiencies 
against a proprietor of two retail stores. 


income. 
Commissioner 


He alleged unreported sales solely on the 
basis of the spread between his net 
worth computation of taxpayer and the 
latter’s reported income as shown in his 
books and returns. The court finds for 
the taxpayer, holding that the books and 
records were complete and correctly re- 
flected income. Zimmerman, TCM 1960- 


On 


aI/. 


Negligence penalty imposed; taxpayer 
should have known deductions were 
clearly erroneous. Taxpayers, on a cash 
basis, paid money to a broker in 1952 
for renegotiating a lease, which sum was 
disallowed as a deduction for 1952, since 
it was properly amortizable for a num- 
ber of years. After the 
taxpayers in their 1954 return took the 
same deduction, and the Commissioner 
assessed a 5% penalty under Section 
6653(a) for negligence and intentional 
disregard for rules and regulations. The 
court sustains the penalty, notwithstand- 
ing that taxpayers claimed they had 
talked to an accountant regarding the 
deduction and had left the matter in his 
hands. Farwell, 53 TC No. 54. 


disallowance, 


Tips of banquet waiter determined. 
Taxpayer, a waiter in the banquet de- 
partments of the Waldorf-Astoria and 
Savoy Plaza hotels, New York City, kept 
no records of tips received. The Com- 
missioner computed the amount that 
should have been reported as tips by 
taking the ratio of all tips received by 


all waiters in the banquet department 
of each hotel to total wages received by 
such waiters (tips were thus computed 
at 140% of wages), reducing such ratio 
to allow the case of 
individual waiters, and then applying 
such reduced ratio (120% of wages) to 
the wages received by taxpayer. On the 
record as a whole, the court finds that 
taxpayer received more tips than re- 
ported but less than computed by the 
Commissioner. Bass, TCM 1960-279. 


for variations in 


No adjustment necessary to opening 
net worth. In applying the net-worth 
method against an operator of slot ma- 
the additional 
amount is to be included in taxpayer’s 
opening net worth to reflect an adjusted 
basis for slot machines on hand. Jones, 
TCM 1960-282. 


chines, court holds no 


Fraud penalty reversed; evidence in- 
sufficient. Taxpayer, a farmer, filed a 
1946 income tax return showing a tax 
due of $2,800. A Government audit re- 
vealed that taxpayer understated his in- 
come by $82,000, and a deficiency of 
$24,000 plus a civil fraud penalty of 
$12,000 were assessed against taxpayer. 
Rejecting taxpayer’s contention that he 


relied on his attorney-accountant, the 
trial court upheld the fraud penalty. 
The evidence showed that taxpayer 


never deposited a customer’s check for 
$14,300 but, instead, had his bank credit 
this amount directly to his loan account. 
Another such check for $6,400 was also 
undeposited and was used to purchase a 
cashier’s check from the bank, which in 
turn was used to buy some land. This 
court reverses. The decision below was 
based largely on the testimony of tax- 
payer’s attorney-accountant. This testi- 
mony was not entitled to much weight 
because the witness had an interest ad- 
verse to taxpayer, protecting himself 
from penalties for preparation of these 
returns. The court also holds that the 
appeal is timely despite the informality 
of the notice of appeal. Carter, CA-5, 
12/6/60. 
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T&E audits are getting rougher; taxpayers’ 


best defense is complete substantiation 


by EDWARD J. McGOWEN 


Travel and entertainment expense is generally the most troublesome problem in 


the practitioner’s office. It affects practically every client, the amounts involved 


are often large, the detail to be examined immense, and the opportunities for 


Agents to bring unfair pressure for settlement are many. Mr. McGowen discusses 


the difficulties facing the practitioner when the Agent considers these items and 


concludes that the best advice is still better record keeping by the taxpayer. 


5 hes ASURY DEPARTMENT activity on the 
expense allowance front proceeds on 
two levels. At the top, rulings are is- 
sued, tax forms revised, policy state- 
ments issued business 


to Congress, 


groups, and the public; activity in- 
creases and declines in response to ob- 
the 


lower levels the examining Agents deal- 


vious pressures. Meanwhile, on 


ing with taxpayers adapt their atti- 
tudes and routines to the climate pre- 
vailing above, but more slowly. 

Thus, during the year or two follow- 
ing the famous 6(a) affair, it was quite 
obvious to practitioners that the Rev- 
enue Agents in the field were holding 


employer and employee alike to a much 


higher degree of accountability for 
travel and entertainment expenses 
claimed as business deductions. The 


earlier policy with regard to substan- 
tiation, although formally withdrawn, 
was being enthusiastically followed in 
the field. 

Then with the issuance of TIR-198, 
activity on the upper levels began again. 
The TIR that several 
pointed questions would appear on the 
1960 curb a 
growing trend toward the treatment of 


announced 


returns in an effort to 
personal expenses as ordinary and neces- 
sary business expenses.? 

The that 
the 1960 returns would request infor- 


Commissioner announced 
mation on the expense accounts of high- 
ly compensated officers. It was felt that 
this step would compel the higher salar- 
ied executives to accept a greater de- 
gree of responsibility for their expense 


vouchers. The Commissioner probably 
accurately reasoned that the principal 
executives, held to a higher standard of 
accountability, would impose a compar- 
able standard for their subordinates. To 
complete the picture, expense accounts 
were broadly defined in the release as: 

“(1) Amounts other than compensa- 
tion received as advances or reimburse- 
ments, and 

“(2) Amounts paid by or for the cor- 
poration, partnership or proprietor for 
expnses incurred by or on behalf of 
an officer, partner, employee or part- 
ner all amounts charged 
through any type of credit card.” (Italics 
supplied.) 


including 


The emphasis placed upon credit 
cards throughout this pronouncement 
is quite interesting. Apparently the 
Service feels that the use of credit cards 
has had a tendency to conceal the true 
tax picture rather than clarify and docu- 
ment it, as has been so often advertised 
by the credit card agencies. 

Drawing an almost invisible distinc- 
tion, the Commissioner stated that the 
new program was not a “crack-down” 
but rather a “program of stricter en- 
forcement.” 


Agents’ attitudes 

However, TIR-198 and the series of 
questions and answers? supplementing 
it are ample warning to the practitioner 
of what he may expect at the lower 
levels. 

Field Agents have been instructed to 
place increased emphasis on travel and 


entertainment and to apply the Cohan| 
rule* with considerably more caution. 
Emphasis is placed upon the fact that 
there has been no change in the basic 
criteria for deductibility. In fact this is 
true; what has constituted a valid de- 
duction under Section 162 of the Code 
will continue to be deductible. The 
change being instituted is not one of| 
substance but rather one of administra- 
tion; we can anticipate that Agents will | 
direct a good deal more effort toward the | 
discovery of items of a personal nature | 
and will be considerably more insistent 
upon explicit substantiation. It is for 
the battle with the Agent that we must 
now arm ourselves, a battle to which 
the Agent comes amply girded with the 





policy pronouncements and broad dis- | 


closure requirements of the Treasury 
Department. 

Already we can see the results of this 
new policy pronouncement from the 


standpoint of field and office audits. | 


Revenue Agents have generally adopted | 


the policy of reviewing the returns of 
corporate officers in conjunction with 


the examination of the corporate re- | 


turn. In this way the reviewing Agent 
is enabled to visualize the entire pic 
ture with respect to deductions such as 
travel and entertainment. Where the 
executive claims unreimbursed expenses, 
the Agent is in the position of review- 
ing the company policy and determining 
with some degree of accuracy whether 
the expenses claimed represent truly de- 
ductible items. Further, the Agent can 
examine vouchered expenses of the ex- 
ecutives and ascertain whether they pro- 
vide an opportunity for simultaneous 
adjustment to the executive’s return. 
This policy has greatly strengthened the 
bargaining position of the Agent. 

In many respects, this new policy has 
had a tendency to introduce some rather 
unpleasant problems from the stand- 
point of tax administration. If substan- 
tiation of stockholder-officer expenses is 
not adequate or the true business pur- 


1 Alert tax practitioners saw the first spark of 
the travel and entertainment conflagration in the 
spring of 1957, when the Commissioner said in the 
1956 edition of the Tax Guide for Small Business 
that only that entertainment expense which ex- 
ceeded what a taxpayer would ordinarily spend on 
himself would constitute a permissable deduction. 
This rule reflected the 1953 Sutter decision (21 
TC 170), which, it had been anticipated, the Com- 
missioner would follow. On June 20, 1957, the 
Commissioner fanned the flames through the is- 
suance of IR-Circular 57-85, instructing reviewing 
Agents that they were to carefully scrutinize ex- 
pense accounts for abuses in claiming personal 
expenses as business deductions; particular refer- 
ence was made to such items as: club dues; main- 
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pose of the expense is questioned, exam- 
ining Agents can argue that the pay- 
ments constitute a constructive dividend, 
with a resultant disallowance to the cor- 
poration and the inclusion of the dis- 
allowed item in the taxable income of 
the individual. The total tax deficiency 
in such an adjustment frequently exceeds 
100% of the amount of the adjustment. 
Agents have recently been holding the 
threat of adjustments of this nature over 
the heads of corporate taxpayers and 
their officers in an effort to force com- 
promise on other points at issue in the 
examination. 

This procedure has had a very un- 
fortunate effect on the taxpayer’s atti- 
tude toward the Service and its enforce- 
The taxpayer feels 
wronged and resentful and, in many 
cases, with ample justification. However, 
the only avenue available to the tax- 
payer to protect himself from this impo- 
sition is to build an unimpeachable 
record in support of all claimed deduc- 
tions of this nature. 


ment policies. 


Sutter rule 


[he mere proof of an expenditure 
through a showing of bills, canceled 
checks, and similar substantiation has 
been repeatedly held to be insufficient 
to support a deduction; it is imperative 
that the taxpayer also show the rela- 
tionship to the trade or business. 

Since the Sutter case (21 TC 170) 
there has been a growing tendency to 
disallow that portion of valid business 
that be considered 
personal. In that case, taxpayer was not 


entertainment can 
permitted to deduct that portion of 
the cost of business luncheons he would 
have incurred had the luncheon been 
personal in nature. It is important to 
note that the controlling factor here is 
not whether the taxpayer enjoyed the 
whether the 
substitutive 


entertainment but rather 


expenditure was in part 


for personal expense that would have 


to have been incurred in the absence 


of automobiles, yachts, and airplanes; 
company supported residences; vacations disguised 
as business trips; attendance of hunting trips and 
sporting events; and so forth. The initial issuance 
of the 1957 Individual Income Tax Returns caused 
an outraged clamor over the meaning of the new 
line “6(a),” requesting detailed information on 
travel and reimbursed business expenses of em- 
ployees. The Commissioner quickly stepped for- 
ward to explain that no new burden was being im- 
posed but rather that the insertion of this line 
simply reflected an established policy of the In- 
ternal Revenue Service. Some two weeks later the 
Commissioner announced that taxpayers would 
not be required to submit the information request- 
ed by line 6(a) of the 1957 return. In the 1958 


tenance 


of the entertainment. The principle 
established here has no application to 
the employer’s deduction for the cost 
of employees’ and customers’ meals and 
entertainment.5 There is no personal 
element from the employer's standpoint. 
Could it then be argued that the em- 
ployee has additional compensation to 
the extent of the normal personal cost 
the employer has borne? 

The principle of the Sutter case 
might well be extended into the area 
of travel. The Service has long main- 
tained that the use of an automobile to 
and from the place of employment is 
of a personal nature. Where, however, 
the taxpayer drives his automobile to 
his place of employment in order that 
he may have for business 
purposes, what portion of the cost of 
operation is personal? The Service gen- 
erally maintains that the mileage cost 
to and from work is personal, and con- 
sequently, costs incident to this mileage 
nondeductible. Following Sutter, 
however, it could probably be argued 
that the personal portion should prob- 
ably be the bus, fare for which the 
automobile substitutes, and any excess 
of costs would be deductible business 
expense. Most Revenue Agents seem 
to be unimpressed by the substance of 


it available 


are 


this argument. 


Importance of records 


In this climate of opinion in the IRS, 
what can we, as practitioners, do to pro- 
tect the valid deductions of taxpayer- 
clients? We must satisfy ourselves that 
they are doing everything possible to 
build the required record and that the 
company policies are such as to mini- 
mize the risk of disallowance upon re- 


view. 
Corporate taxpayers should adopt 
clear-cut policies outlining responsi- 


bilities for providing substantiation. Em- 
ployees must be apprised of the nature 
of the problem and given explicit in- 
structions on the type of information 


return, the matter was handled (in very small 
print) in the form of a polite inquiry as to wheth- 
er such reimbursed expenses had been incurred 
and accounted for. This was supplemented by the 
in August of 1958 of Regs. Section 
1.162-17, providing that, if an employee submitted 
a satisfactory accounting to his employer and 
claimed no deduction for the expenses in his own 
return, no further burden of substantiation would 
be placed upon him. 
2 TIR-198, as amended, told taxpayers that the 
following question would be asked on the 1960 
returns: 

“Did you claim a deduction for expenses con- 
nected with: 

“(1) A hunting lodge, working ranch or farm, 


issuance 
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they must provide to substantiate their 
reimbursed expenses. Failure of the em- 
ployee to fulfill his obligations in this 
respect not only can be costly to him 
in the form of additional compensation 
but could result in disallowance 
to the employer. 

Sound business practices must be fol- 
lowed with respect to expense reports. 
Office routines should require a detailed 
written report clearly setting forth the 
nature of all items and the business re- 
lationship where it is not inherently 
clear. These reports should be substan- 
tiated by receipts, where practicable, and 
should be reviewed and approved by the 


also 


employee's superior. If these policies are 
followed, the employee will have met 
the Commissioner’s requirements of a 
detailed accounting to the employer. 
Failing to follow these procedures, how- 
ever, can result in the employee’s being 
placed in the position of having to 
justify all such .reimbursed items in 
connection with the examination of his 
own return. Further, where the em- 
ployee uses company credit cards, nota- 
tions should be made on the invoice at 
the time of signature showing the busi- 
ness relationship. This can be reinforced 
with correspondence, file memoranda, 
etc., to complete the picture. 

Where no such accounting is required 
to an employer or, as in the case of close 
corporations, where the relationship be- 
tween the employee and employer is so 
close as to vitiate the effect of the ac- 
counting, detailed records must be main- 
tained by the person incurring the ex- 
pense. These records should be kept 
currently and in sufficient detail to an- 
swer adequately any question that might 
An effective method of 
handling might be in the form of a 


be raised. 
diary, in which all expenses would be 


fishing camp, resort property, pleasure boat or 
yacht, or other similar facility? 

“(2) The leasing, renting or ownership of a 
hotel room or suite, apartment, or other dwelling, 
which was used by customers or officers or employ- 
ees including members of their families? (Other 
than use by officers or employees while in business 
travel status.) 

““(3) The attendance of members of families of 
officers or employees at conventions or business 
meetings? 

“(4) Vacations for officers or employees, or 
members of their families?” 

8 TIR-204; TIR-221. 
4 George M. Cohan, 39 F.2d 540. 
5 Faitonte Iron & Steel Co., 11 BTA 818. 
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entered along with the additional in- 

formation required for substantiation. 
The indicated that no 

precise formula can be set out that will 


Service has 
meet the needs of every situation but 
that records will be considered to supply 
adequate substantiation if they disclose 
the following information: 

“1, Why—the relation of the expendi- 
ture to the taxpayer’s business. The 
business purpose of the expenditure 
must be established. 

“2. Who—the name of the person or 
persons entertained. 

“3. When—the date of the expendi- 
ture. 

“4. Where—the place of the expendi- 
ture, the recipient of the sums ex- 
pended and the nature of the product 
or service received. 


“5. How much—the amount of the ex- 


penditure.’’6 

In addition, where unusual items are 
reflected, the records should provide a 
complete explanation and, where the 
amounts are records 
payment. 
Credit cards, in and of themselves, ob- 


substantial, the 
must contain evidence of 
viously do not provide the requisite in- 
formation; they lack the most essential 
element, proof of business nature. These, 
too, should be backed up by detailed 
information in the diary. Where club 
dues and expenses are involved, it has 
been suggested that the record contain 
the information with respect to not only 
business use but personal use as well 
in order to permit a fair allocation. 
Where an employee submits an ac- 
counting to his employer, the require- 
ment will be have been 
satisfied if he receives per diems of no 


deemed to 


more than $15 per day while away over- 
night and 12.5¢ per mile for mileage 
traveled in his own automobile.7 
These amounts have been based upon 
125% of the amounts allowed to Govern- 
ment employees under similar circum- 
stances.8 There is presently pending a 
bill before Congress to increase the al- 
lowances authorized to be paid to Gov- 
ernment employees to $15 per day and 
12¢ per mile.®. Based upon the above 
mentioned policy, the passage of this 
bill would have the effect of increasing 
6 TIR-198. 
7 TIR-198. 
8 Rev. Rul. 58-453, 1958-2 CB 67. 
° H.R. 5196. 
12 Rev. Rul. 60-282, IRB 1960-35, 
13 George M. Cohan, 39 F.2d 540. 
14 Leiter, DC Ill. 
15 Hempel, 11 TCM 1070. 


18 See Coplon, 5 AFTR 1315. 
17 Lubell, Docket 85546. 


uo 
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the allowance not subject to an ac- 

counting to $18.75 per day and 15¢ per 

mile for employee-reporting purposes. 
A recent ruling indicates that the 


mileage and per diem allowances dis- 


cussed above do not represent an abso- 
lute ceiling. Where higher allowances 
are permitted based upon geographical 
cost differentials or where there is a 
provision for minimum payments for 
automobile use or higher rates for an 
initial number of miles and where the 
policy constitutes a reasonable business 
practice under the circumstances, the re- 
quirements for an accounting will be 
deemed to have been met.12 Where, 
however, the allowances in excess of 
those discussed above are based upon 
grade or salary level, the allowances will 
not be considered to have met the re- 
quirements. The Treasury Department’s 
attitude with respect to discrimination 
here is comparable to the attitude held 


with respect to discrimination in the 
pension and profit-sharing field. 
New corporate reporting 

Since information will have to be 


filed along with the 1960 returns re- 
garding the reimbursements to and ex- 
penses paid on behalf of the top 25 offi- 
cers, steps should be taken to assist in 
the collection of this data. This does not 
represent an involved accounting prob- 
lem but, as with other comparable prob- 
lems, it can be more conveniently dealt 
with when the charges arise than after- 
wards. 

the court an- 
nounced that, where no records exist 
showing exact amounts, the amounts 
may be estimated by a reasonable ap- 
proximation, “bearing heavily . . . upon 
the taxpayer whose inexactitude is of 
his own making.”!3 The Commissioner 
indicated in TIR-198 that he recognized 
the validity of this long-standing rule 
but that it would be applied generously 
only where the amounts were small and 
did not 


In the Cohan case 


lend themselves to substantia- 
tion; Agents were to bear heavily upon 
the taxpayer where the amounts were 
large and the items of such a nature 
that the taxpayer could, had he wished, 
have built a record for substantiation. 
The desirable record should consist of 
bills and canceled checks or receipts; 
these are, of course, incontestable as to 
amount. Check stubs are not sufficient.14 

Where this information is ob- 
tainable, Cohan may be relied upon, 
but it must be recognized that the Com- 
missioner can shift the burden under 


not 


the Cohan rule by allowing some part 
of the expense.15 Thus, in the extreme 
situation, the failure to keep records 
currently could result in extended liti- 
gation in order to obtain even a small 
part of what might otherwise be de- 
ductible. 


Clear company policy 


There are other steps that can be 
taken to ease the burden of the cor- 
porate executive with respect to these 
new policies. Where the executive is 
expected to bear expense on_ behalf 
of the corporation, it is. advisable to 
provide some clear proof of this policy 
to protect the executives’ claim for de- 
duction. This proof could take the form 
of a letter or employment contract or 
in some cases more preferably a reso- 
lution of the board of directors, stating 
that the employee is expected to incur 
certain types of expenses for which he 
may not look to his employer for re- 
imbursement. The nature of these ex- 
penses should be clearly defined in the 
statement, and it should be indicated 
that his compensation has been deter- 
mined with a view to his having to 
bear such expenses. The enunciation 
of this policy will protect the employee 
from disallowances under the theory 
that he has voluntarily undertaken to 
pay corporate expenses.16 

In addition, the potential cost of 
double of entertainment 
and travel expenses can be mitigated 
by undertaking a written agreement be- 
tween the corporation and an employee- 
shareholder providing for repayment of 


disallowance 


Under these 
circumstances, the employee would be 
entitled to a deduction in the year of 
repayment, and the corporation would 
receive the repayment free of tax. If the 
$3,000 in a 
bracket year, the taxpayer could prob- 


any amounts disallowed. 


repayment exceeds low- 
ably still recover his original tax cost 
pursuant to Section 1341 of the Code. 
It must be noted, that the 
Treasury is presently attacking this pro- 
cedure in a case now pending before 
the Tax Court.17 


however, 


It has also been suggested that the 
full effect of the Commissioner’s new 
policies may be mitigated somewhat by 
spreading the load. If entertainment ex- 
penses are assumed more often by lower- 
level employees and charged back to 
the company, it will tend to reduce the 
exposure of the top executives. This 
policy, however, would seem to encour- 
age the continuation of the very abuses 
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that the Commissioner is attempting to 
stem. 


Possibility of legislation 

The entire Federal tax structure has 
long been based upon the policy of self- 
assessment with minimal policing by the 
rreasury. If abuses continue in areas 
such as travel and entertainment, we 
can look forward to increased Govern- 
ment supervision of business policies. 
The recognition of abuses in this area 
has become a matter of national con- 
cern. It is mentioned in the 1960 plat- 
form of the Democratic party, and Presi- 
dent Meany of the AFL-CIO recognized 
the need for correction in a recent study 
submitted to both Presidential candi- 
The Dept. General 
Counsel recently predicted that the 87th 


dates. Treasury 


Congress will consider corrective legis- 
lation in this area. 

It must be anticipated that if the 
commercial world is not able to check 
the existent abuses, steps far stronger 
than the Treasury’s “crack-down” are 
in the offing. Illustrative of the type of 
corrective steps that might be taken are 
the recent bills simultaneously intro- 
duced in the House and Senate by 
Representative Quigley Senator 
Clark proposing to limit entertainment 
expense to the cost of food and drink 
and to deny deduction for club dues and 
the cost of gifts in excess of $10. 

The Treasury Department has made 
clear its position. It remains only to be 
seen whether the requisite corrective 
action will be taken by the taxpayers 
themselves or by Congress. w 


and 


New rule on faculty meals extends 


convenience-of-employer exclusion 


ioe ISSUANCE Of Rev. Rul. 60-348 calls 
attention to the difficulties involved 
in the the conven- 
ience-of-the-employer rule. The IRS is 
apparently willing to permit exclusion 
of some items it could treat as taxable 
simply because of administrative com- 
plications. In 1959 the IRS ruled! in 
Rev. Rul. 59-409 that faculty members 
are not taxable on meals and lodging 


administration of 


furnished them at school in particular 
but the specifically 
facilities furnished to the 


instances, 
that 


ruling 
noted 
family of the taxpayer were taxable, as 
facilities taxpayer 
while the school was not in_ session. 
Now the IRS, in Rev. Rul. 60-348, with- 
out explanation, withdraws the whole 


9 


1959 ruling.? 


would be for the 


Apparently this maneuver 
permits the IRS to interpret the con- 
venience-of-the-employer rule in specific 
cases unhampered by the old ruling and 
its fine-drawn but obviously impractical 
distinctions. All in all, it probably means 
the acceptance by the IRS of a minor 
fringe benefit for teachers resident at 
their schools and the threat 
of bookkeeping complications for their 
employers. 

rhe 1959 ruling dealt with those 
faculty members of a boarding school 
who, because of the nature of their 
duties, were required to live on the 
school premises. Their meals, and those 


end of a 


of their families as well, were furnished 


by ALAN PRIGAL 


in the common dining room where the 
students ate. 

The IRS held that the meals and 
lodging of the faculty members them- 
selves excludable under Section 
119 as furnished for the convenience of 
the employer, since meals and lodging 
were made available on the business 
premises of the employer and the lodg- 
ing was required as a condition of em- 
ployment. Certainly there was nothing 
startling in that holding, but the IRS 
did not stop there. It stated that the 
exclusion would not apply for any pe- 
riod during the school year when the 
students were not in residence, except 
upon a further showing that faculty 
presence at that time was for the em- 
ployer’s convenience. Finally, it was de- 
creed that, since the provisions of Sec- 
tion 119 were applicable only to meals 
and lodging furnished by an employer 
to his employee, the value of these sup- 
plied the wives and children was not 
excludable. 


were 


Section 1954 
Code, em- 
ployer-convenience rule had long been 
in the Regulations. The section allows 
an exclusion from an employee’s gross 
income for the value of any meals or 
lodging furnished “to him” by his em- 
ployer for the latter’s convenience. The 
conditions to be met are that the food 
and lodging must be supplied on the 


the 
the 


119 was new in 


although, of course, 
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employer’s business premises and that 
the lodging must be required as a condi- 
tion of employment. ‘The section was a 
statutory restatement of existing rules 
but was designed to create a shift in 
emphasis. The last sentence of the sec- 
tion states that provisions of an em- 
ployment contract or State statute shall 
not be determinative of whether the 
meals or lodging are intended as com- 
pensation. Under the pre-1954 rules, 
convenience of employer was only an 
administrative test to determine whether 
or not those items were compensatory 
in character.4 Under the 1954 Code, 
however, convenience of employer is 
the sole standard applied. Employer- 
furnished meals and lodging that are 
clearly intended as compensation are 
nevertheless excluded if the statutory 
tests are met.5 

The holdings on both the novel points 
in Rev. Rul. 59-409 can be justified un- 
der a strict statutory reading.6 There 
appears to be no direct authority on 
either of these points, although in a 
few cases where family members re- 
ceived some benefits the courts have al- 
the 
ing that particular aspect.’ 


lowed exclusion without consider- 


1960 ruling 

It is probable that the Treasury’s new 
ruling is occasioned by what it con- 
siders its own best interests rather than 
any benevolence toward these taxpayers. 
the and 
subsequent withdrawal was done primar- 


Presumably, reconsideration 


ily as a matter of administrative con- 
With 
in prospect and with only a compara- 


venience. no great revenue loss 


tively small number of persons affected, 
the IRS may have felt that attempts 


1 Rev. Rul. 59-409, 1959-2 CB 48. 

2 Rev. Rul. 60-348, 1960-45 IRB 9. 

8 The first appearance in the Regulations came in 
1920 with TD 2992, 2 CB 76, after rulings in the 
prior year, i.e. OD 265, 1 CB 71 and OD 11, 1 CB 
66. 

4 Mim. 6472. 1950-1 CB 15. 

5 Boykin, 260 F.2d 249 (CA-8, 1958), rev’g 28 TC 
813 (1958). The IRS has announced that it will 
follow Boykin in similar situations. Rev. Rul. 59- 
307, 1959-2 CB 48. 

® The Committee reports give no indication that 
Congress considered at all the question of inciden- 
tal benefits to family members, as they speak sole- 
ly in terms of the employee, as does Section 119 
itself. Senate Report 1622, 83rd Congress, 2nd 
Session. 

7 Farnham, 6 TCM 1049 (1947), Lees, 12 TCM 
472 (1953), and Moulder, 56-1 USTC par. 9195, 
51 AFTR 1226 (1955), not officially reported. : 
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at vaiuation of these benefits and allo- 
cation of part of them to family mem- 
bers were not worth the enforcement ef- 
forts necessary. 

The withdrawal does not give a posi- 
tive picture of what is the present IRS 
position on this matter. There is the 
clear implication that the strict rule 
will not be enforced, but technically, 
the withdrawal merely leaves the situa- 
was before the issuance 
of the original ruling — wherever that 


tion where it 
may have been. 

As a practical matter, it seems doubt- 
ful whether these faculty persons, and 
others in comparable situations, give it 
any real consideration. In all likelihood 
the vast majority of them were advised 
by their employers when hired that 
these amounts would be tax-free, and 
they have been quite content to leave 


A 


it at that. bg 


If over 65: medical 
deductions, take with care 


THE CobE Is CLEAR on medical expenses 
and who can deduct what, but the in- 
structions to Form 1040 are misleading. 
The law provides that when a couple, 
one spouse being over 65, files a joint 
return, the deductible medical expenses 
do not have to be reduced by 3% of 
adjusted gross income. This is true even 
if the expenses were for the care of the 
spouse who is under 65. 

The implication in the official in- 
structions that medical deductions for 
the under-65 person must be reduced 
should be disregarded in these joint re- 
turn situations. Unfortunately, it is too 
late to withdraw the instructions from 
circulation, but the Treasury Depart- 
ment has prepared a new form (2948), 
which may be used in all cases in which 
the 65-or-over rules apply. Although use 
of the form is not mandatory, it is 
recommended. If you follow the form, 
you can’t go wrong. 


Who are the philanthropists? 


THE OLD CLICHE that those who've got, 
get, wrinkle—those 
got, give, and twice as much as they 
used to. An analysis of tax returns by 
the American Association of Fund Rais- 
ing Counsel (31 firms) shows that mil- 
lionaires claimed charitable deductions 


has a new who’ve 


of 16.87% of their adjusted gross in- 
come in 1958 as against a mere 8.11% 
in 1946. The average contribution was 
$345,736. 
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The littler people, with incomes rang- 
ing from $5,000 to $100,000, increased 
their gifts only .07% since 1946, al- 
though their adjusted gross income rose 
18%. There were no figures for those in 
between, with incomes of $100,000 to 
$1 million, or for corporations, but the 
Association’s release assures us that they 
all gave—75% of the $8 billion total 
philanthropy take came from individ- 
uals, the other 25% from businesses, 
corporations, foundations, and bequests. 


AFL-CIO group suggests tax 
on Social Security benefits 


CRITICS OF our income tax system have 
frequently pointed out that it is not 
logical to exempt Social Security bene- 
fits from income tax; Social Security 
pensions like other pensions, they say, 
ought to be included in the tax base. 
Of course, if they were, the contribu- 
tions ought to be allowed as deductions 
as paid. A report by the Research De- 
partment of the AFL-CIO points out 
that the present system taxes employees 
on the income they, in effect, use to 
make their payroll contributions. Since 


the payments are not related to amounts 
ultimately collected, it would be more 
equitable to allow the payroll deduc- 
tions as an expense and tax the bene- 
fits as received. The study recognizes 
that there would be practical problems 
on a changeover to a new method of 
taxation, particularly to avoid 
a double tax because of the nonde- 
ductibility of contributions already made 
and how to adjust benefits. 

Elimination of the $4,800 a year limit 
on wages or earnings now subject to 
Social Security tax or at least a substan- 
tial increase in the ceiling is also recom- 
mended. This would alleviate the re- 
gressive feature of our present system, 
under which people earning more than 
$4,800 pay taxes on only a portion of 
their income, while those earning less 
pay on all of it. No change is suggested 
in the progressive feature, which gives 
proportionately larger benefits to those 
with lower earnings. Obviously, by in- 
creasing the amount of earnings sub- 
ject to tax, more money becomes avail- 
able for distribution, but the AFL-CIO 
study does not suggest to whom or on 
what basis it should go. bs 


how 





New decisions affecting individuals 


Hospital intern was not full-time stu- 
dent; father is denied dependency 
exemption. Taxpayer’s son attended 
medical school from January to April 
1954 (four months), graduated, and then 
became an intern at a hospital. In 
October 1954 the hospital became the 
teaching hospital of the University of 
Miami School of Medicine, whose 
faculty became responsible for the train- 
ing of the interns. The 1954 Code allows 
a dependency exemption to one who 
contributes more than 50% of the sup- 
port of a child (irrespective of the 
amount of the child’s earnings) who is 
a full-time student during each of five 
calendar months of the year. The Tax 
Court denies an exemption here. Citing 
the Regulations and Committee reports, 
the court points out that the internship 
was merely on-the-job training. Under 
the Code, farm training is the only type 
of on-the-job training that qualifies the 
trainee as a student at an educational 
institution. Bayley, 35 TC No. 37. 


Father denied exemptions for minor liv- 
ing with divorced wife. Taxpayer failed 
to sustain his burden of proof that he 
furnished more than half of the support 


of his three minor children living with 
He introduced 
in evidence the mother’s income tax re- 


his divorced wife. had 
turns to show that she could not have 
the 
come reported therein, support equal 
to that supplied by him. However, the 
court finds such neither ade- 
quate nor convincing, since her returns 
did not necessarily establish the sole 
sources of amounts she may have had 


contributed, from amounts of in- 


evidence 


available for use in making contribu- 
tions to the children’s support. Stiff, 
TCM 1960-246. 


Wife deserts husband and child; hus- 
band’s child-care expenses not deducti- 
ble. Taxpayer's wife deserted him and 
their infant child in 1956. He was legally 
separated from his wife under a decree 
of divorce in 1959. During 1957, tax- 
payer paid over $600 to two nurseries to 
care for his child so that he could be 
gainfully employed. The court finds the 
payments were specifically not deducti- 
ble as “child-care” expenses, since tax- 
payer was not legally separated or di- 
vorced during the taxable year, nor were 
they deductible as an expense for the 
production of income, since they con- 
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stituted a “personal, living, or family” 
expense. King, TCM 1960-273. 


Dependency exemption denied for son 
who spent seven months in Army. A 
parent failed to prove that he furnished 
more than half the total support of his 
son, who spent seven months of the 
year in the Army. Although the parent 
estimated over $800 as the cost of the 
furnished, no what- 
ever was offered as to the cost of food 
and clothing furnished by the Army or 
as to the amount of necessary incidentals 


support evidence 


the son himself presumably paid out of 
his Army pay. Wright, TCM 1960-271. 


Brother isn’t an adopted child for de- 
pendency exemption. Taxpayer claimed 
a dependency exemption for his brother, 
a full-time student 19 who lived 
He that the 
brother should be considered his adopt- 
ed child under state law and that the 


over 


in his home. contends 


exemptions should be allowed, even 
though his brother’s income was in 


excess of $600. The court rejects the con- 
tention, holding that the brother can- 
not be considered taxpayer's child for 
dependency exemption purposes in the 


absence of proof of formal legal adop- 


tion proceedings. Young, TCM 1960- 
979 
*Wife’s travel expenses allowed. Tax- 


payer is president of a corporation in 


the business of buying and 


selling 
cotton. [His stock interest is not stated. 
—Ed.| The company’s business requires 
taxpayer to make frequent trips to 
cotton markets in Europe and the Far 
East. Taxpayer is a diabetic and _ his 


He 


also requires a strict insulin schedule. 


diet must be rigidly maintained. 
Taxpayer’s wife accompanied him on 
these trips and cared for his physical 
needs. She was not a nurse but had re- 
ceived training in treatment of diabetes. 
Her expenses were paid for by the cor- 
The that 
presence was essential to the conduct of 


poration. court finds her 


taxpayer's business. The expenses were 


allowed as corporate deductions and 


were not taxable income to taxpayer- 
husband. Allenberg Cotton Co., DC 
Tenn., 11/25/60. 

Fees to defend criminal action dis- 


allowed. In an effort to ward off an 
indictment for income tax evasion, tax- 
payer incurred substantial legal fees. Ul- 
timately he pleaded guilty to the in- 


dictment. The court disallows the fees 


as a deduction. The disallowance is not, 
however, on the theory that allowance 
would frustrate public policy. The court 
holds that the fees were not proximately 
related to taxpayer’s even 
though the tax evasion involved con- 
cealment of business income. Tracy, Ct. 
Cls., 12/1/60. 


business, 


Capital loss carryover for residence dis- 
allowed. Taxpayer abandoned his home 
as a residence in 1950 and rented the 
property thereafter until sold in 1952 
for $13,000. He claimed a capital loss 
carryforward on the sale in each of the 
years 1953 and 1954. The court finds no 
evidence that the fair market value of 
the property at the time it was con- 
verted to rental property exceeded the 
sales price of $13,000 by more than 
$1,000. Accordingly, even assuming there 
was a Capital loss in 1952, since the 
amount, if any, was less than $1,000, all 
was deductible in 1952, and there is no 
unused portion to be carried over to 
the taxable years 1953 or 1954. Robin- 
son, TCM 1960-245. 


Officer can’t deduct premiums on policy 
required for corporate loan. A president 
of a corporation is held not entitled to 
deduct premiums paid on a policy of 
term insurance, which policy was taken 
out solely to meet one of the RFC’s re- 
quirements for the approval of the 
corporation’s application for a loan. The 
court notes that the premiums were an 
expense of the corporation and could 
not be regarded as an expense of tax- 
payer’s “trade or business” of being an 
the 
1960-243. 


officer of 
TCM 


corporation. Morison, 


No deduction for trips to Tucson and 
Honolulu. In 1940 taxpayer's wife was 
bedridden from the effects of bronchial 
asthma and pneumonia. She regained 
her strength that year after convalescing 
that time. on re- 
quired no further medical attention for 


in Tucson and.from 
the respiratory condition. In 1954 tax- 
payer and his wife claimed a medical 
expense deduction for trips to Tucson 
and Honolulu. There was no evidence 
that either trip was taken at the direc- 
tion or suggestion of a physician. Al- 
though the trips may have been bene- 
ficial, the court finds no proof that the 
primary purpose of the trips was the 
cure, prevention, or alleviation of a 
disease or physical condition and dis- 
allows the deduction. Foyer, TCM 1960- 
244. 


Personal tax problems + 151 


Damage from sonic boom is a casualty. 
Airplanes flying faster than the speed of 
sound at a lower than usual altitude 
caused damages. The IRS rules that this 
is similar in many ways to a windstorm 
in that the loss occurs suddenly or un- 
expectedly. The loss may, therefore, be 
deducted as a casualty. This ruling re- 
states the position of Rev. Rul. 60-329 
and omits the description of the damage 
in the earlier ruling because the ac- 
curacy of that description had been 
questioned from a scientific viewpoint. 
Rev. Rul. 60-329. 


Casualty loss does not offset Section 
1231 gains. In the same taxable year 
taxpayer realized gains on sales of busi- 
ness property and sustained a casualty 
loss to his residence. Under the provi- 
sions of Section 1231, the district court 
held that the loss must offset and reduce 
the capital gain. This was error. An un- 
compensated casualty loss is not treated 
the same as one compensated for by in- 
surance. The casualty loss provisions of 
Section 165 and the provisions of Sec- 
tion 1231 as to involuntary conversions 
are mutually exclusive. Maurer, CA-10, 
11/4/60. 


Lawyer with domestic practice denied 
expenses of trip to international con- 
vention. Taxpayer is an attorney who 
was genuinely interested in interna- 
tional law and peace. After having re- 
tired from a long career as a bank execu- 
tive, taxpayer started a local law prac- 
tice. In 1956 he attended a meeting in 
the International 
Association and claimed a business de- 


Yugoslavia of Law 
duction for the expense. The Tax Court 
disallows the deduction on the ground 
that it was not an ordinary and neces- 
sary business expense. Taxpayer realized 
no income in 1956 or subsequent years 
from the visit, and all of his earlier fees 
resulted from local cases. The court is 
unmoved by taxpayer's argument that 
he joined the International Law As- 
sociation in order to make contacts, en- 
hance his reputation, and attract clients. 
Reed, 35 TC No. 25. 


Grant to medical resident was fellow- 
ship. Taxpayer was enrolled in a train- 
ing program at the University of Minne- 
sota Medical School leading to a Mas- 
ter of Science degree. The program con- 
sisted of clinical work under the super- 
vision of doctors at the University hos- 
pital and was similar to a residency in 
internal medicine. A jury finds that a 
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fellowship grant paid to taxpayer was 
excludable under Section 117 and was 
not compensation for services. Ander- 
son, DC Minn., 11/15/60. 


IRS outlines approximate method for 
valuing annuity refund factor. The 
Code provides that the excess of the 
expected return from an annuity over 
the cost is taxed, the proper proportion 
of each payment being treated as tax- 
able the balance as return of 
The 
tables for these computations. However, 


income, 


investment. Service has issued 
when several annuities are involved in 
one contract, the IRS will permit an 
approximate method to be used. This 
ruling the 


deceased employee’s cost of a U. S. Civil 


considers allocation of a 
Service pension payable to his widow for 
her life and to his children until they 
reach 18. Rev. Rul. 60-325. 


Tax forgiveness of 1943 applied to 
renegotiation adjustment. In computing 
their 1943 tax, taxpayers took advantage 
of the forgiveness feature. [A portion of 
the 1943 tax was forgiven at taxpayer’s 
election because of the adoption of 
current tax payments for future years.— 
Ed.) When a 1943 contract was renegoti- 
ated, the tax attributable to inclusion 
of the income was an offset against the 
excessive profits that had to be refunded. 
Taxpayer attempted to determine this 
1943 tax without regard to the forgive- 
the 


wording of the statute. The court re- 


ness feature because of technical 


fuses to permit this advantage. Failla, 
DCN. J., 11/18/60. 


Dependency exemption for son denied. 
A father is denied a dependency exemp- 
for 


lived with his 


grandmother for most of the year, ex- 


tion his son, who 


cept for approximately three months, 


during which time he lived with his 
mother. Although the father bought 
some clothes for his son, gave some 


money to the grandmother for the son’s 
room and board, and paid his fare for 
the trip to visit his mother, the record 
did not show the aggregate amount of 
support the father provided for the son 
or the total support paid from other 
sources. Ellis, TCM 1960-280. 


Boat pilot denied auto expenses; he was 
a commuter. ‘Taxpayer was a Mississippi 
River boat pilot. He was assigned to 
different boats by the pilots association. 
He worked mostly within the port of 


New Orleans, each assignment lasting 
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several hours. Taxpayer claimed a de- 
duction for automobile expenses 
curred while traveling from his residence 
to various points of assignment. The 
Tax Court disallowed the deduction, 
finding that the costs were really per- 
sonal communting expenses. Taxpayer’s 
residence could not be considered his 
office merely because he received tele- 
phone calls there regarding new assign- 
ments. The Tax Court did allow a de- 
duction for that portion of the automo- 
bile expenses which represented travel 
from one assignment to another. This 
court affirms. Heuer, CA-5, 12/6/60. 


in- 


Deduction for meals during same-day 
trips disallowed. Taxpayer, a construc- 
tion claimed a deduction 
for meals consumed while traveling to 
various job sites. Noting that the trips 
were only one-day duration, and 
therefore, taxpayer was not away from 
home overnight, the Tax Court dis- 
allows the deduction. The court rejects 
taxpayer’s argument that the Commis- 
“overnight” rule is arbitrary and 
unreasonable. Hanson, 35 TC No. 49. 


contractor, 


of 


sioner’s 


Moving expenses to new employee are 
income. Taxpayer received an allowance 
from his new employer to cover expenses 
in relocating to the employee’s new 
home. The court holds this allowance 
constituted income to taxpayer, even 
though his actual expenses exceeded the 
allowance. Greenlee, DC Ga., 11/21/60. 


Itemized deductions and exemptions 
denied for lack of proof. Taxpayer con- 
ducted the trial himself and was the 
only witness. He is held to have failed 
utterly to carry his burden of proving 
the claimed itemized deductions or the 
claimed exemptions. The Commission- 
er’s computation of omissions from gross 
income is also sustained. Bostick, TCM 
1960-283. 


Rentals in excess of lease requirements 
not deductible. A corporation is denied 
a rent expense deduction for payments 
in excess of the amount stipulated in a 
lease of its space from its dominant 
stockholder and officer. The court also 
notes that the disallowed amounts were 
not intended as compensation and could 
not be deducted as such. Phelan & Co., 


Inc., TCM 1960-286. 


Employee-doctor may deduct malprac- 
tice insurance premiums. The IRS rules 
that a doctor who is an employee of a 





hospital and who pays premiums on 
malpractice insurance to cover possible 
negligence in his treatment of his em- 
ployer’s patients may deduct the pre- 
miums as ordinary and necessary ex- 
penses. However, since the doctor is an 
employee and since the deductions from 
gross income of an employee are limited 
to reimbursed expenses and travel ex- 
penses, the deduction may be claimed 
only if expenses are itemized. Rev. Rul. 
60-365. 


Candidate for public office can’t deduct 
filing fee. A North Carolina primary 
fee, required of candidates for political 
not deductible as a_ business 
expense, the IRS rules. The expenses 
of running for political office are not 
trade or business expenses. Nor is the 


office, is 


fee a tax, t.e., its purpose is not the 
raising of revenue. It is charged as a 
regulatory measure. Rev. Rul. 57-345, 
holding a similar New Mexico fee de- 
ductible, is revoked. Rev. Rul. 60-366. 


Payment of 50% of corporate profits to 
stockholder-indemnifiers a valid expense. 
To obtain performance bonds, a con- 
struction corporation had to obtain the 
personal guarantee of its principal stock- 
holders, taxpayers here. They signed the 
in consideration 
of the payment to them of 50% of the 
net profit on each job they indemnified. 


bonds as indemnities 


The evidence showed that other persons 
assuming similar risks frequently de- 
manded and obtained 50% of the profits 
for thus aiding the contractor. Since the 
payment to the stockholders for the use 
of their personal indemnity was proper, 
such amount was a necessary expense of 
the business. Jones Co., TCM 1960-284. 
Payments in settlement of property 
rights not deductible as alimony. Pur- 
suant to a separation agreement, tax- 
payer’s former wife conveyed to him an 
interest in real property in exchange 
for a promissory note of taxpayer pay- 
able $200 a month over a period of 10 
years. Each payment was to be inclusive 
of both principal and interest, with in- 
terest being computed at 6% upon the 
unpaid principal balance. The court 
holds the payments were not in dis- 
charge of a “legal obligation” incurred 
“because of the marital or family rela- 
tionship” and hence were not deduc- 
tible as alimony. Taxpayer is permitted 
an interest deduction for that portion of 
each payment that represents interest. 
Freeland, TCM 1960-258. 
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CORPORATE & PERSONAL PROBLEMS IN : 


Taxation of compensation 


EDITED BY JOHN P. ALLISON, LL.B. 





Strict rules limit investments of 


qualified pension and profit plans 


by ISIDORE GOODMAN* 


In investing the funds of an exempt pension or profit-sharing trust, not only 


must the trustee heed the specific rules in the Code dealing, for example, with 


prohibited transactions but he must also be aware of how the courts and the IRS 


apply the general principles of nondiscrimination, exclusive employee benefit, and 


primary retirement purpose to the question of investments. Mr. Goodman analyzes 


these holdings and shows how they apply to investments of various kinds, noting 


their application to insurance and annuity policies purchased by the trustee. 


Wee must invest and reinvest its 
funds. The trustee has the duty of 
earning income! and must exercise rea- 
sonable care and skill in making the 
fund productive.? 

[hese requirements are especially sig- 
nificant in the maintenance and opera- 
tion of pension and profit-sharing trusts. 
The earnings of a pension trust reduce 
the contributions required to provide 
the contemplated benefits and affect 
the employer’s deductions. Moreover, 
the status for exemption of an em- 
ployee’s trust (Code Sections 401(a) and 
501(a) [Code sections-are hereafter re- 
ferred to by number only]) depends to 
extent whether the 
plan is operated for the exclusive bene- 
fit of employees (Regs. Section 1.401-1 
(b)(3)). The investment policy pursued 


a considerable on 


by the trustee is at times controlling in 
this respect. 

No specific limitations are prescribed 
as to investments that may be made 
by a qualified and exempt employees’ 
trust (Regs. Section 1.401-1(b)(5)(i)). The 
contributions may ordinarily be used by 
the trustee to purchase any investments 
permitted by the trust instrument if not 
in conflict with the applicable local 
law (PS No. 49, 6/16/45). Care, however, 
must be exercised that the investments 
do not constitute prohibited transac- 
tions (503(c)) that would cause the trust 
to lose its exemption (503(a)). Further- 
more, if in the pursuance of its invest- 
ment policy the trust derives unrelated 


business taxable income (512(a)), it is 
subject to tax on that income (511). 


Exclusive benefit of employees 


A qualified and exempt pension or 
profit-sharing trust must be part of a 
plan of an employer for the exclusive 
benefit of his employees or their benefi- 
ciaries (401(a)). However, an incidental 
benefit to others is not proscribed in 
the attainment of the primary objective. 
In this respect, an investment of trust 
funds must be for the best interests of 
the trust. The cost must not exceed fair 
market value at the time of purchase, a 
fair return commensurate with the pre- 
vailing rate must be provided, sufficient 
liquidity is to be maintained so as to 
permit distribution in accordance with 
the terms of the plan, and the safe- 
guards that a prudent investor would 
look to must exist (Rev. Ru! 57-163, 
part 2(k), 1957-1 CB 128, 135). 

Failure to comply with the require- 
that cost of an investment 


ment the 


must not exceed its fair market value 
at the time of purchase, if acquired from 
the employer or related or affiliated in- 
terests, may jeopardize the exempt status 
of the trust in two respects. First, it 
would not be for the exclusive benefit 
of employees and, secondly, it would be 
a prohibited transaction (503(c)(4)). The 
trustee should scrupulously inquire into 
the fair market value of the property 
acquired and pay no more than that 
Where listed securities in- 


value. are 
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volved, reference is made to quotations 
at time of purchase. In other cases, valu- 
ations and appraisals may have to be 
made and, if so, should be made by dis- 
interested specialists in accordance with 
recognized and acceptable standards.4 

Failure to obtain a fair return in 
transactions with the employer or re- 
lated or affiliated interests may also af- 
fect the exemption of the trust in two 
respects. The exclusive-benefit-of-employ- 
ees requirement would be involved, and 
the transaction may be _ prohibited 
(508(c)(1)). 

For qualification purposes, the safe- 
guards that a prudent investor would 
look to must exist. The trustee must take 
precautions as to the safety of the fund 
and the assurance of a reasonable return 
on the investment. In doing so, he must 
give consideration to a satisfactory di- 
versification. No fixed rule applies as 
to the portion of the fund that may be 
invested in any particular stock or se- 
curity or enterprise. In a_ stock-bonus 
plan, for example, it is contemplated 
that the benefits be distributable in the 
stock of the employer company (Regs. 
Section 1.401-1(b)(1)(iii)). all 
funds, except for some small cash outlay, 


Hence, 


such as for the payment of administra- 
tive expenses, may be expected to be 
fully invested in stock of the employer 
company. Moreover, in large pension 
and profit-sharing trusts, under plans in 
which the objective was to acquire 
ownership of the employer’s business, 
all of the employer’s stock was acquired 
with trust funds. Where the funds are 
not sufficient to pay the purchase price 
in full, it may be permissible, with ap- 
propriate safeguards, for the trust to 
incur an obligation or to borrow in 
order to meet the balance (Rev. Rul. 46, 
1953-1 (CB 287). In other cases, however, 
a wide diversification may be desirable, 
and only a small portion of the trust 
funds would be used for a particular in- 
vestment. The in-between area is a field 
that requires individual determinations, 


* The views here expressed are those of the author 
and do not necessarily reflect the position of the 
Internal Revenue Service. 

1 Foscue v. Lyon, 555 Ala. 440; Wight v. Lee, 126 
Atl. 218, 101 Conn. 401; Jennings’ Ex’rs. v. Davis, 
5 Dana, Ky., 127, among others. 

2See, for example, Act La. No. 81 of 1938, Sec- 
tion 33. 

3H. S. D. Company (formerly Knight-Morley 
Corp.) v. Kavanagh, 88 F.Supp. 64; rev’d, 191 F.2d 
831 (CA-6), on ground of technical compliance, 


Section 162(d), R.A. 1942, as amended in 1944 by 
P.L. 511 (78th Congress, 2nd Session). 

*See, for example, Regs. Section 20.2031-2 and 
Rev. Rul. 59-60, 1959-1 CB 237; also A.R.M. 34, 
2 CB 31. 
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and no specific rules can be prescribed 
other than to call attention again to 
the general requisites and to point out 
that an arm’s-length approach must be 
used. 

The effect of many transactions can be 
judged only through the operation of 
the plan. All of the surrounding and 
attending circumstances and the details 
of the plan will be indicative of whether 
it is a bona fide plan for the exclusive 
employees in general. It 
should be observed that the law is con- 


benefit of 


cerned not only with the form of a 
plan but also with its effects in opera- 
tion (Regs. Section 1.401-1(b)(3)). For 
example, two or more trusts may con- 
stitute parts of a plan that is intended 
to qualify (401(a)(3); Regs. Section 
1.401-3(f); Rev. Rul. 57-163, part 4(a), 
1957-1 CB 128, 139). It is also possible 
trust for executive- 


to maintain one 


employees and another for other par- 
ticipating employees (PS No. 27, 9/2 
44). Where, the 


trust for two stockholder-employees were 


however, funds of a 


invested in real estate in a sale-and- 


lease-back transaction, which, after a 
three-year period resulted in a profit of 
over $31,000 for the stockholder-employ- 
the income realized on an 


ees, while 


investment of funds of the other trust 
in employer securities was only $73 dur- 
ing the same period, it was held that 


the transactions were not for the ex- 
clusive benefit of employees in general.5 

Regardless of the number of trusts in- 
volved, an investment policy must be 
pursued for the benefit of employees in 
general. Where, for example, amounts 
to be distributed to participants under 
a profit-sharing trust are measured by 
investments that have been earmarked 
for their respective accounts, the trustee 
is to invest each participant’s interest 
proportionately, unless all participants 
have the right to direct the trustee to 
select the type of investment with re- 
their individual shares (Rev. 
Rul. 57-163, part 5(p), 1957-1 CB 128, 
153). 


executive-employees are invested in real 


spect to 


Thus, where funds in a trust for 


sale-and-lease-back ar- 
like 
proportion is similarly to be made of the 


estate under a 


rangement, an investment of a 
funds in the trust for other participat- 
ing employees, unless they had been 
given a choice as to investments and had 
made 


some is usual 


in thrift plans, for example, to permit 


other selection. It 
employees to direct investments of their 


* See footnote 3. 
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individual credits within specified cate- 
gories. Under one such arrangement, 
employees may choose among company 
stock, Government bonds, and _ listed 
securities of a group of nonrelated com- 
panies. 

Whatever arrangement is made, how- 
ever, it should be observed that an in- 
vestment policy that favors employees 
within the categories with respect to 
which discrimination is prohibited is 
the exclusive benefit of 
ployees in general. The plan may on 
paper seem to satisfy the applicable re- 
quirements, but if in its operation it 


not for em- 


results in the prohibited discrimination, 
it fails of qualification. Investments are 
essential parts of a plan’s operation, 
and applicable rules must be diligently 
observed if the qualified and exempt 
status of the plan and trust are to be 
maintained. 

In addition to maintaining and oper- 
ating a plan for the exclusive benefit of 
employees in general, an exempt em- 
ployees’ trust (1) must not be operated 
as a feeder organization (502), and (2) 
must not engage in a prohibited trans- 
action (503). 

A feeder organization is one that is 
operated for the primary purpose of 
carrying on a trade or business for 
profit and turning its profits over to 
exempt (Regs. 
Section 1.502-1(a)). Such an operation, 
however, is inconsistent with the pur- 


another organization 


pose of a qualified pension or profit- 
sharing plan. The purpose of a pension 
plan is to provide for the livelihood of 
the employees or their beneficiaries af- 
ter the retirement of the employees 
(Regs. Section 1.401-1(a)(2)(i)). The pur- 
pose of a profit-sharing plan is to en- 
able employees or their beneficiaries to 
participate in the profits of the em- 
ployer’s trade or business (Regs. Section 
1.401-1(a)(2)(ii)). Hence, it 
very unusual for a pension or a profit- 


would be 


sharing trust to feed its profits to an- 
other organization. If it did, however, 
not only would it fail to maintain a 
qualified status, since it would be using 
its funds contrary to its required pur- 
pose, but it would also lose its exemp- 
tion because of its activities as a feeder 
organization. 

Before leaving this subject, it might 
be well to differentiate a feeder organiza- 
tion from a feeder plan. As heretotfore 
pointed out, a feeder organization turns 
its business profits over to another ex- 
empt organization. A feeder plan, on 
the other hand, does not engage in a 


trade or business. It is a profit-sharing 
or stock-bonus plan operated concur- 
rently with a pension plan and under 
which provision is made for the use of 
its funds to relieve the employer from 
contributing to the pension plan (Regs. 
Section 1.401-1(b)(3)). A feeder plan is 
not a qualified plan, since it helps pay 
for benefits under another plan of the 
employer and is, therefore, not for the 
exclusive benefit of its own participating 
employees (Rev. Rul. 57-163, part 2(f), 
1957-1 CB 128, 132). Provision may, 
however, be made in the profit-sharing 
or stock-bonus plan that an employee 
who has a vested right may authorize a 
transfer of all or part of his vested in- 
terest to inake up a deficiency in em- 
ployer contributions under the pension 
plan (PS No. 37, 10/7/44). This may 
sometimes be desirable under an in- 
sured plan in which a premium lapse 
may result in a loss to the employees 
through reduced values of the insurance 
contracts. 


Prohibited transactions 


As to prohibited transactions, an em- 
ployees’ trust that is otherwise exempt 
may lose its exemption if it engages in 
any of six types of proscribed trans- 
actions with the employer-grantor or re- 
lated or controlled interests. Related in- 
terests in cases involving sole proprie- 
tors and partners are those individuals 
with respect to whom losses, expenses, 
and interest in certain transactions are 
not deductible (267(c)(4)). Controlled in- 
terests are those in which the grantor 
of the employees’ trust owns 50% or 
more of all voting stock or 50% or 
more of the total value of shares of all 
classes of stock. Control is a down- 
stream, not an upstream, arrangement. 
The prohibited transaction provisions 
are equally applicable to a transaction 
with a the 


grantor who owns 50% or more of its 


subsidiary of employer- 
stock, but they do not apply to the 
parent corporation of the employer- 
grantor. Thus, a purchase by the trust 
of unsecured debentures of the parent 
corporation of the employer-grantor is 
not a prohibited transaction (Rev. Rul. 
58-526, 1952-2 CB 269). These transac- 
tions with the employer-grantor, or re- 
lated or controlled interests, consist of 
(503(c)): 

1. A loan of trust funds without the 
receipt of adequate security and a rea- 
sonable rate of interest. Two exceptions 
to the requirement for adequate secur- 
ity will be discussed subsequently. 
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[Isidore Goodman is Chief of the Pen- 
sion Trust Branch of the IRS. This 
article is based on a talk he gave to the 
Western Pension Conference in Los 
Angeles recently.] 





2. Payment of compensation by the 
trust in excess of a reasonable allowance 
for salaries or other compensation for 
personal services actually rendered. 

3. Making any part of the services of 
the trust available on a_ preferential 
basis. 

4. Making any substantial purchase by 
the trust of securities or any other 
property for more than an adequate 


consideration in money or money’s 


worth. 

5. Selling any part of the securities 
or other property of the trust for less 
than an adequate consideration in 
money or money’s worth. 

6. Engaging in any other transaction 
that results in a substantial diversion 
of the income or corpus of the trust. 

The first of these enumerated trans- 
actions is most significant, since it con- 
cerns all exempt employees’ trusts that 
make loans to, or purchase debentures 
of, the employer or related or controlled 
interests. The fourth and fifth, relating 
to purchases and sales of securities or 
other property, are important to trusts 
that invest in employer stocks. The prob- 
consists in 
The 


ap- 


lem in such transactions 


establishing fair market value. 


other prohibitions are similarly 
plicable, but it is not usual for a pen- 
sion or profit-sharing trust to engage 
in transactions that would come within 
the purview of the .specified prohibi- 
tions, and if so, exemption most likely 
would be lost in any event under the 
requirement that the plan be operated 


for the exclusive benefit of employees. 


Adequate security 


\ loan includes the purchase of de- 
bentures, even if acquired in the open 
market (Regs. Section 1.503(c)-1(b)). The 
transaction must be adequately secured 
and a reasonable rate of interest pro- 
vided. Adequate security is something 
in addition to and supporting a promise 
to pay, which is so pledged to the lend- 
that it sold, fore- 
closed upon, or otherwise disposed of 


ing trust may be 
in default of repayment of the loan; 
and the value and liquidity of the se- 
curity is such that it may reasonably 
be anticipated that loss of principal or 
interest will not result from the loan 


(Regs. Section 1.503(c)-1(b)). 


Adequate security may consist of mort- 
gages or liens on property, accommoda- 
tion endorsements of those financially 
capable of meeting the indebtedness, 
and stock and securities issued by cor- 
porations other than the borrower. Stock 
of the borrower is not acceptable as se- 
curity, since in the event of default the 
indebtedness would take priority over 
the claims of stockholders. 

Where, for example, an employer who 
has a net worth of $1 million borrows 
$100,000 from his employees’ trust on 
his unsecured promissory note, a pro- 
hibited transaction results, since the 
mere net worth of the borrower, re- 
gardless of its ratio to the loan, does not 
constitute adequate security (Regs. Sec- 
tion 1.503(c)-1(c), Example (1)). If, how- 
ever, the note is secured by a mortgage 
on property or collateral of sufficient 
value or carries with it the secondary 
promise of repayment by an accommo- 
dation endorser who is financially cap- 
able of meeting the indebtedness, the re- 
quirement for adequate security may be 
met. Subordinated debenture bonds of 
a partnership that are guaranteed by 
the general partners, however, are not 
adequately secured, since the general 
partners are liable for the firm’s debts 
in the first instance and their guaranty 
On the 
other hand, loans on such bonds guar- 


adds no additional security. 


anteed by a recognized surety company, 
authorized to do a surety bond busi- 
ness under applicable local laws, may 
be adequately secured. 

Not only must the loan be secured 
but the security must be adequate. 
Where, for example, a loan of $100,000 
of trust funds is made to the employer- 
grantor on the strength of collateral 
having a fair market value of $75,000, 
the loan is not adequately secured (Regs. 
Section 1.503(c)-1(c), Example (2)). The 
fair market value of the collateral at 
the time of the transaction must be suf- 
ficient to repay the indebtedness, inter- 
est, and any charges that may be in- 
curred in the event of default. 

In addition to furnishing adequate 
security for the loan, a reasonable rate 
of interest must be provided. Where, 
for example, a trust loans the employer- 
grantor $100,000 on his promissory note 
which is adequately secured, at an in- 
terest rate of 3% per annum, but the 
prevailing rate of interest charged by 
financial institutions in the community 
where the transaction takes place is 5% 
for a loan of the same duration and 
similarly secured, the loan constitutes a 
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prohibited transaction (Regs. Section 
1.503(c)-1(c), Example (4)). A reasonable 
rate is determined by the prevailing rate 
for similar loans under like circum- 
stances. 


Exceptions to security requirement 


As heretofore pointed out, there are 
two exceptions to the requirement for 
adequate security. These relate to obli- 
gations of the employer-grantor or re- 
lated or controlled interests that are 
acquired by the trust within prescribed 
limitations (503(h)) and to loans to em- 
ployers who are prohibited from pledg- 
ing assets (503(i)). 

As to the first exception to the ade- 
quate security requircment, an alterna- 
tive is available by satisfying other re- 
quirements as to acquisition of the ob- 
ligation, limitations on holdings and 
limitation on the amount invested in 
employer obligations. 

First, the trust must acquire the bond, 
debenture, note, or certificate or other 
evidence of indebtedness in one of the 
following ways: 

1. By purchase through a national se- 
curities exchange registered with the 
Securities and Exchange Commission at 
a price not greater than the price of the 
obligation prevailing on such exchange, 
or if the obligation is not so traded, by 
purchase in an over-the-counter trans- 
action at a price not greater than the 
offering price for the obligation as es- 
tablished by bid and asked 
prices quoted by persons independent of 
the insure 

2. By purchase from an underwriter 
at a price not greater than the public 


current 


offering price, as set forth in a pros- 
filed with 
the Securities and Exchange Commis- 


pectus or offering circular 
sion, and at which a substantial portion 
of the issue of which the obligation is a 
part is acquired by persons independent 
of the issuer 

3. By purchase directly from the is- 
suer at the price not greater than the 
price paid currently for a substantial 
portion of the same issue by persons in- 
dependent of the issuer. 

Second, in order to meet the require- 
ments as to limitations on holdings of 
employer obligations, immediately fol- 
lowing the acquisition of the obligation 
by the trust, the following limitations 
must be met: 

1. The trust must not hold more than 
25% of the aggregate amount of such 
obligations issued and outstanding. 

2. At least 50% of such aggregate 
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amount must be held by persons inde- 
pendent of the issuer. 

Third, the limitation on the amount 
invested in employer obligations is met 
if, immediately following acquisition of 
the obligation, not more than 25% of 
the trust assets is invested in all obli- 
gations of the employer or related or 
controlled interests. 

The second exception to the adequate 
security requirement relates to loans, 
which bear a reasonable rate of interest, 
made by the trust to an employer who 
is prohibited by any law of the United 
States, or related regulations, from di- 
rectly or indirectly pledging as security 
for such loans a particular class or classes 
of his assets, the value of which repre- 
sents more than one-half the value of 
all his assets. Such prohibition applies 
to stock brokerage firms.® 

Where a loan or renewal of a loan is 
made to an employer who is so pro- 
hibited from pledging assets, two addi- 
tional requirements must be met. First, 
the making or renewal of the loan must 
be approved in writing as an invest- 
ment that is consistent with the exempt 
purposes of the trust by a trustee who 
is independent of the employer, and 
such written approval must not have 
been previously refused by any other 
fol- 


lowing the making or renewal of the 


such trustee. Second, immediately 
loan, the aggregate amount loaned by 
the trust to the employer, without the 
receipt of adequate security, must not 
exceed the value 
of the trust. This 25% limitation is 


25% of of all assets 
applied without regard to limitations 
applicable under the first exception to 
the requirement, 
previously discussed. It is an over-all 


adequate — security 


limitation; no more than 25%, in any 


event, may be loaned without the re- 
ceipt of adequate security at a given 


time. 


Effective dates 

Exempt employees’ trusts have been 
made subject to the prohibited transac- 
tions requirements with respect to trans- 
1954 
the 


actions engaged in after March 1, 
(503(a)(1)). The 
requirement as to adequate 


dates as of which 
security 
must be complied with, however, have 
been extended. As to loans generally, 
other than those represented by de- 
bentures, an unsecured loan made prior 
to March 16, 1956, but not repaid or 
secured by January 31, 1957, becomes 
a prohibited transaction, and an unse- 


cured loan made after March 15, 1956, 


March 1961 


is a prohibited transaction (Regs. Sec- 
tion 1.503(c)-1(b)(2)). Debenture bonds 
purchased by the trust prior to Novem- 
ber 9, 1956, and not repaid or secured 
by December 1, 1958,7 are subject to the 
prohibited transaction provisions as of 
the latter date, and the purchase of 
debenture bonds after November 8, 
1956, constitute prohibited  transac- 
tions (Regs. Section 1.503(c)-1(b)(2)(iii)). 
Where, however, unsecured loans had 
been made or debentures purchased 
prior to March 1, 1954, they may be held 
without security until their stated ma- 
turity dates (503(a)(1); Regs. Section 
1.503(a)-1(b)). 


Denial of exemption 


Where a prohibited transaction is en- 
gaged in, exemption is denied for tax- 
able years after the taxable year in 
the Commissioner notifies the 
trust by registered or certified mail that 
it has engaged in a prohibited transac- 
tion (Regs. Section 1.503(a)-1(b)). Notifi- 
cation, however, is not required where 
the transaction was entered into with 
the purpose of diverting corpus or in- 
come of the trust and such transaction 
involved a substantial part of the corpus 
or income. In such case, exemption is 
lost forthwith (503(a)(2)). 


which 


Restoration of exemption 


An application for restoration of ex- 
emption may be filed in any year fol- 
lowing the year in which the notice of 
denial was issued. A request for restora- 
tion of exemption is filed with the Dis- 
trict Director having jurisdiction to is- 
sue a the 
qualification and exemption of the trust 
(Regs. Section 601.201(1); Rev. Proc. 56- 
12, Section 2.02, 1956-1 CB 1029). The 
application is to be accompanied by in- 
formation similar to that required to 


determination letter as to 


be submitted with a request for initial 
qualification (Regs. Section 1.404(a)-2). 
A written declaration, made under the 
penalties of perjury, must also be sub- 
mitted, stating that the trust will not 
knowingly again engage in a prohibited 
transaction (Regs. Section 1.503(d)-1(a)). 

Upon verifying the information furn- 
ished and satisfying himself as to the 
sufficiency of the accompanying state- 
ment, the District Director forwards the 
file with his recommendation to Wash- 
ington. The National Office makes the 
applicable determination as to restora- 
tion of exemption (Regs. Section 1.503 
(d)-1(b)). Where exemption is restored, 
it applies to taxable years following the 


year in which the request for restoration 
was submitted. In any event, the trust 
is denied exemption for at least one 
full taxable year. 

Where, for example, a_ prohibited 
transaction was entered into in 1957 by 
a trust on a calendar-year basis under 
circumstances that did not result in 
diversion of a substantial part of the 
corpus or income of the trust and 
where, after the applicable procedures, 
including a conference in the National 
Office (Rev. Proc. 57-5, 1957-1 CB 727) 
a notice of denial of exemption was is- 
sued by registered mail in 1958, exemp- 
tion is lost for taxable years commencing 
with 1959. The earliest year in which 
a request for restoration of exemption 
will be entertained is 1959, the taxable 
year following the year in which notice 
was issued. If the request is granted, the 
first taxable year for which exemption 
will be restored will be 1960, the year 
subsequent to the year in which the 
application for restoration of exemp- 
tion filed. Under circum- 
the trust will not have been 
exempt for the taxable year 1959. 


was these 


stances, 


Unrelated business taxable income 

An employees’ trust that is otherwise 
exempt is, nevertheless, subject to tax 
(511) on income derived from a trade 
or business it regularly carries on (513 
(b)(2)). A trade or business is regularly 
carried on when the activity is con- 
ducted with sufficient consistency to in- 
dicate a continuing purpose of the trust 
to derive some of its income from such 
activity, even though its performance is 
infrequent or seasonal (Regs. Section 
1.513-1(a)(3)). 

It should be observed that it is the 
trade or distin- 
guished from investment income, that 
is subject to tax. Thus, even though the 
trust may own 100% of the stock of a 
business concern, it is not subject to 
tax on the dividends derived through 
such ownership. The corporation, how- 
ever, is taxable on its income. Where, 
however, the trust acquires the physical 
assets of a business and regularly car- 


business income, as 


ries on such business, it becomes subject 
tu tax on the income derived therefrom. 


® Senate Report No. 1983, 85th Congress, 2nd Ses- 
sion, on H.R. 8381, General Explanation, Section 
31(b), 1958-3 CB 972; Section 8(a) of the Securi- 
ties Exchange Act of 1934, as amended (48 Stat. 
888, 49 Stat. 704, 15 U.S.C. 78h(a); Section 5(a), 
Regulation T, issued by Board of Governors of 
Federal Reserve System (12 CFR 220.5 (a) >. 
790th day after enactment of P.L. 85-866, 9/2/58. 
Regs. Section 1.503(c)-1(b) (2) (iv). 
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Thus, for example, where the trustee 
of an exempt employees’ trust pur- 
chased railroad tank cars and leased 
them to an industrial company that had 
the responsibility for their operation 
and maintenance and paid the trustee 
a net periodical rental, such rental in- 
come was subject to tax as unrelated 
business taxable income (Rev. Rul. 60- 
206, 1960-1 CB 201). However, rents 
from real property and personal proper- 
ty leased with the real property are 
treated as investment income and are 
excludable from taxable income (512 
(b)(3)) except where lease 
indebtedness is involved (512(b)(4), 
514(a), and 514(c)). In the example re- 
ferred to, however, the rents were from 
the lease of tank cars, not real property, 
and the exclusion did not apply. 

The taxable in- 
come provisions have been made ap- 


business 


unrelated business 
plicable to exempt employees’ trusts for 
taxable years beginning after June 30, 
1954 (511(c)). The tax is computed at 
rates that apply to individuals (1; Regs. 
Section 1.511-2(b)). Where, however, the 
trust conducts a business that is a separ- 
ate taxable entity, for example, as a 
corporation or an association taxable as 


corporation, the business is taxable 
as a feeder organization (502; Regs. Sec- 
1.511-2(b)). 
plicable to investment income and also 


tion Exclusions are ap- 
to the deductions directly connected 
with such income so that they may not 
be deducted from other income subject 
to tax, and limitations apply to net 
operating loss deductions and charitable 
contributions (512(b)). The tax is com- 
puted on the net business income, sub- 
ject to the applicable exclusions and 
limitations (512(a)), and the allowance 
of a specific deduction of $1,000 (512 
(b)(12)). 


Business leases 

\ special rule applies to rental in- 
come under a business lease. For the 
purpose of the unrelated business tax, a 
business lease applies to real property, 
inclusive of personal property leased 
with the real estate (514(d)), covering a 
term of more than five years (514(c)), if 
at the close of the lessor’s taxable year 
an indebtedness exists with respect to 
the property leased (514(a)). Payments 
for the use or occupancy of rooms or 
other quarters in hotels, boarding 
houses, or apartment houses furnishing 
hotel services, or in tourist camps or 
tourist homes, motor courts or motels, 


or for use or occupancy of space in 


parking lots, warehouses, or storage gar- 
ages, do not constitute rentals from real 
estate (Regs. Section 1.512(b)-1(c)(2)). 
Amounts received from such sources are 
includable in taxable income without 
applying the special rule relating to 
rental income. 

Where, however, a lease of real estate 
is involved and does not cover a period 
of more than five years, the rental in- 
come is not subject to the unrelated 
business tax. In computing the term of 
the lease, the period for which it may 
be renewed is considered as part of 
the term (Regs. Section 1.514(b)-1(b)). 
Thus, for example, a three-year lease 
with an option to renew for a similar 
period is considered a lease for a term of 
six years. In the case of a one-year lease 
with an option to renew from year to 
year, the lease falls within the five-year 
rule in the fifth year but not during the 
first four years, since the lease then in- 
volves five years and there is an option 
for the sixth. An option to renew is 
taken into account whether or not the 
exercise thereof is dependent upon con- 
ditions or contingencies; if provided, it 
is considered as part of the term of the 
lease. 

Unless business lease indebtedness ex- 
ists with respect to the property, the 
rental income is not subject to the un- 
related business tax. Thus, where an 
exempt employees’ trust acquires real 
property free-and-clear of indebtedness, 
the rental income is not taxable, regard- 
less of whether there is a loan for more 
or less than five years. Business lease 
indebtedness, however, exists where the 
lessor incurs indebtedness in acquiring 
or improving the property or incurs the 
indebtedness prior to the acquisition or 
improvement of the property if it other- 
wise would not have incurred such in- 
debtedness or incurs the indebtedness 
subsequent to the acquisition or im- 
provement of the property if it other- 
wise would not have incurred such in- 
debtedness and the incurence of the 
indebtedness was reasonably foreseeable 
at the time of such acquisition or im- 
provement (Regs. Section 1.514(c)-1(a)). 

Where business lease indebtedness ex- 
ists, the rental income and applicable 
deductions are allocated in the propor- 
tion of the indebtedness at the close of 
the taxable year to the adjusted basis of 
the property at such time (514(a); Regs. 
Sections 1.5]4(a)-1 and 1.514(a)-2). For 
example, if the property had an ad- 
justed basis of $1 million and was subject 
to a mortgage that was to secure an in- 
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debtedness remaining unpaid in the 
amount of $600,000 at the close of the 
taxable year, 60% of the rental income 
is includable in taxable income, and 
60% of the applicable deductions is al- 
lowable. 

If only part of the premises is subject 
to business lease indebtedness, the rents 
and deductions applicable to the portion 
involved are taken into account. For 
example, if 10,000 square feet are avail- 
able for rental purposes at $4 a square 
foot, and 3,000 square feet are leased on 
a yearly basis, but the remaining 7,000 
square feet have been leased for a pe- 
riod of more than five years, 70% of 
the rental income, or $28,000, is used 
in computing the portion to be in- 
cludable in income tax. 
Where the proportion of the business 
lease indebtedness to the adjusted basis 
of the property is 60%, then $16,800 
The allocation is 
also made with respect to the applicable 
deductions. Deductions are allowable for 


subject to 


is includable. same 


taxes and other expenses of maintaining 
the property, interest on the business 
lease indebtedness, and depreciation. 
The net rental income derived from 
property subject to business lease in- 
debtedness is includable in taxable in- 
come. The applicable steps may be sum- 
marized as follows: (1) determine the 
percentage that the amount of the un- 
paid indebtedness is of the adjusted 
basis of the leased property at the close 
of the taxable year; (2) apply this per- 
centage to the total rental income and 
obtain a gross rental income figure; (3) 
apply the same percentage to the total 
deductions consisting of taxes and other 
expenses, interest, and depreciation, and 
obtain an amount for allocable deduc- 
tions; and (4) determine the net rental 
income by subtracting the amount for 
allocable deductions from the _ gross 
rental income figure. The net rental 
income is the amount subject to tax. 


Insurance and annuity contracts 


Pension benefits may be funded under 
insurance and annuity contracts, and 
profit-sharing funds may be invested in 
such contracts. The portion of the 
premiums paid for life insurance pro- 
tection, however, is taxable to the cov- 
1.402(a)-1(a)(3)) 
on a net cost basis (Rev. Rul. 55-747, 


ered employees (Regs. 


1955-2 CB 228; PS No. 58 Revised, 
3/7/47). In some cases the trustee is 


named as beneficiary under an arrange- 
ment that, on death of a covered em- 
ployee, so much of the insurance pro- 
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ceeds as is in excess of the cash sur- 
render value of the contract is not paid 
to the employee’s beneficiary but re- 
mains in the trust to pay premiums next 
becoming due on contracts purchased 
on behalf of other employees, thus re- 
ducing employer contributions under 
the plan. In such cases, that part of the 
employer's contributions so applied con- 
stitutes advance funding and is not de- 
ductible in the year of payment but is 
available as a carry-over in accordance 
with the appropriate limitations (Rev. 
Rul. 55-748, 1955-2 CB 234). 

contracts purchased as 
trust investments under a profit-sharing 
plan furnish a source of distribution to 
beneficiaries. The trust in- 
denture authorize the trustee to 
invest funds in such contracts, naming 
himself as beneficiary, and to continue 


Insurance 


surviving 
may 


such contracts in force. Such authoriza- 
tion and the exercise thereof are per- 
missible for purposes of the qualification 
of the plan and exemption of the trust 
(PS No. 11, 8/10/44). Where, however, 
insurance is coupled with an agreement 
under which the the 
proceeds on the death of the insured 


trustee is to use 
to purchase from his estate stock that 
he owned in the employer-corporation 
at a pre-established price that is in 
excess of its fair market value, the trans- 
action is primarily for the benefit of 
the decedent’s estate, by furnishing it 
with a ready means for disposition of 
the stock on advantageous terms, and is 
not for the exclusive benefit of employ- 
ees in general (Regs. Section 1.401-1 
(b)(3)). 

4 plan that provides only such bene- 
fits as are derived from ordinary life 
insurance does not qualify as a pension 
or profit-sharing plan, even though the 
contracts are converted to life annuities 
at the normal retirement date (Rev. 
Rul. 54-67, 1954-1 CB 149). The primary 
purpose of an ordinary life insurance 
contract is to provide protection in the 
event of death. The reserve accumulated 
for such purpose provides a relatively 
small retirement annuity in comparison 
with an annuity that a retirement in- 
come contract of the same face amount 
provides. Although life insurance pro- 
tection may be provided under a quali- 
fied plan, it must be incidental to the 
primary pension or profit-sharing pur- 
poses.§ 

In a pension plan, the life insurance 
feature is deemed to be incidental where 


8 Raymond J. Moore et al., 45 BTA 1073, acq., 1944 
CB 20. 
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the contract provides for the accumula- 
tion of a fund sufficient to pay a life 
annuity in the proportion of $10 per 
month upon attainment of age 65, to a 
death benefit before retirement equal to 
$1,000, thus maintaining a ratio of 100 
to 1. A corresponding ratio may be 
maintained in a profit-sharing plan un- 
der which employer contributions, after 
allocation to participants, are used to 
purchase units of paid-up endowment 
insurance to pay retiring participants 
life annuities, and provision is made 
for a.reserve large enough to furnish 
the deferred benefit payable at maturity 
if the insured survives. Additions to 
the reserve accumulation are provided 
through investments thereon. 

In this type of situation, the difference 
between the reserve and the face amount 
of the insurance contract, or the net 
amount of insurance payable in the 
event of death, is initially much less 
than in the case where level premium 
payments are made. Also, the average 
net amount of insurance for all years 
prior to retirement in such paid-up en- 
dowment policies is not significantly 
different from the average net amount 
of insurance under an acceptable level 
premium policy that meets the 100 to 1] 
ratio in the case of a qualified pension 
plan. Hence, the investment of current 
contributions under a profit-sharing plan 
in paid-up units of endowment insur- 
ance, where, upon retirement, the total 
value of all units of such insurance will 
be used to pay the participant retire- 
ment income in the form of monthly 
annuities, is permissible under a quali- 
fied profit-sharing plan, since the life 
insurance element is incidental to the 
primary purpose of the plan, which is 
to provide deferred benefits (Rev. Rul. 
60-83, IRB 1960-10, 9). 

The 
where profit-sharing funds are invested 
in ordinary life insurance. Unlike the 
situation described above with respect 


situation is different, however, 


to paid-up units of endowment insur- 
the greatest portion of the 
premiums paid for ordinary life insur- 


ance, 


ance is used to provide insurance pro- 
tection, and a small part is accumulated 
for deferment. Therefore, in order to 
bring the life insurance feature into the 
incidental a rule has 
enunciated for profit-sharing plans, cor- 
responding to the 100 to 1 rule for pen- 
plans, that (1) the aggregate 
premiums for life insurance in the case 
of each participant must be less than 
one-half of the aggregate of the con- 


category, been 


sion 








tributions allocated to him at any par- 
ticular time, and (2) subject to alterna- 
tives to be subsequently discussed, the 
trustee is required to convert the entire 
value of the life insurance contract at 
or before retirement to provide periodic 
income so that no portion of such value 
may be used to continue life insurance 
protection beyond retirement (Rev. Rul. 
54-57, 1954-1 CB 147, amplified by Rev. 
Rul. 57-213, 1957-1 CB 157). 

The life insurance feature is also con- 
sidered incidental if the use of the 
profit-sharing funds for the purchase of 
life insurance is limited by an amount 
that, when added to the total amount 
of the contributions and forfeiture previ- 
ously allocated to the purchase of 
ordinary life insurance for a_partici- 
pant, is less than one-half of the total 
contributions and forfeitures allocated 
to his account. Since the less-than-one- 
half rate applies to contributions, the 
earnings and capital gains and losses of 
the trust are not taken into account in 
determining the amount of trust funds 
that may be used to pay premiums on 
ordinary life insurance contracts. Fur- 
thermore, once this limitation is com- 
plied with, the program of providing 
current life insurance protection may be 
continued after normal retirement date, 
during the period of continued employ- 
ment of a participant who elects not to 
retire (Rev. Rul. 57-213, 1957-1 CB 
157). 

The entire cash value of a life insur- 
ance contract distributed by an exempt 
must be included in the distri- 
income if it is not converted 
within 60 days after distribution into a 
contract under which no part of any 
proceeds payable on death at any time 


trust 
butees’ 


would be excludable from gross income 
as the proceeds under a life insurance 
contract paid by reason of the death of 
the insured (Regs. 1.402(a)-1 
(a)(2)). Hence, where a paid-up life in- 
surance contract is distributed to a par- 


Section 


ticipant in a profit-sharing trust, its en- 
tire cash value is includable in gross in- 
come, as indicated, and the trustee will 
not be required to convert it so that 
no portion is used to continue life in- 
surance protection beyond retirement 
(Rev. Rul. 60-84, IRB 1960-10, 11). This 
permits a total distribution of the in- 
surance contract, plus any cash that may 
be due the employee under the plan, in 
taxable year, on account of his 
separation from service, so as to qualify 
for the long-term capital gain treat- 
ment. w 


one 

















IR 
OF 
T 


issuc 
ploy 
the 
furt 
T 
taxi 
at tl 
in J 
ban! 
com 
tion 
coul 
inco 
opti 
wou 
cise, 
mea 
inco 
T 
opti 
long 
(324 
ploy 
exe! 
rule 
defe 
on 
fine 
app 
witl 
pro! 
beet 
to | 
that 
was 
proj 
dray 


Pro 
A 


tive 
said 
sinc 
of 

effe 
atto 
few 
ing 
ket 
Reg 
that 
ado 
hig] 
yea! 
ord 
of 1 


par- 
Tna- 

the 
itire 
t at 
odic 
alue 
ance 
Rul. 
Rev. 


con- 
the 
e of 
punt 
ount 
revi- 

of 
rtici 
total 
ated 
-one- 
the 
CS of 
it in 
unds 
S on 
Fur 
com 
ding 
iy be 
date 
ploy 
ot to 

CB 


nsur 
empt 
listri 
erted 
ito a 

any 
time 
coin¢ 
rance 


th of 


pat 
§ en 
ss in 
> will 
that 
fe in 
ment 
This 
e in 
fT may 
in, In 
f his 
ualify 


treat- 











IRS withdraws proposals on stock 


options for other than employees 


: pee Treasury has withdrawn the pro- 
posed Regulations on stock options 
issued for services to persons not em- 
ployees of the issuer. TIR-293 said that 
the entitre matter would be given 
further study. 

[he proposals outlined a method of 
taxing such options as ordinary income 
at the time of receipt. At hearings held 
in January representatives of investment 
bankers and others who frequently are 
compensated for services by stock op- 
tions protested that few if any options 
could qualify for taxation as ordinary 
income at the time of receipt. If the 
option fails to meet the test, a tax 
would be imposed at later sale or exer- 
cise, and in effect, appreciation in the 
meantime would be treated as ordinary 
income rather than as capital gain. 

Che question of the taxation of stock 
options issued to employees has had a 
long history. Following the Smith case 
(324 U.S. 177), holding that an em- 
ployee option was ordinary income at 
exercise, Congress mitigated this harsh 
rule by adopting Section 421, specially 
deferring tax until the shares acquired 
on option are sold in the strictly de- 
Section 421 
applies. Last year Regulations dealing 


fined situations to which 
with options outside Section 421 were 
promulgated, and after questions had 
been raised as to whether they applied 
to nonemployees, the IRS announced 
that they did not but that the problem 
was under study. Finally, these latest 
proposals were issued and later with- 


drawn. 


Proposed Regulations would hurt 


\t the hearings on them, representa- 
tives of the investment banking industry 
said that they would be seriously hurt, 
since compensation for many flotations 
of securities of smaller companies is 
effected through options to underwriters, 
attorneys, engineers, etc. They said that 
few if any options could qualify as hav- 
ing a “reasonably ascertainable fair mar- 
ket value” as defined in the proposed 
Regulations. Moreover, they objected 
that having this new rule apply from the 
adoption of the 1954 Code would be 
highly unjust, since the IRS has for 


years been treating such options as 


ordinary income at receipt to the extent 


of their fair market value. 


The proposed amendments affected 
Regs. Sections 1.61-2(d), 1.61-14, and 
1.421-6. They would establish two rules. 
First, Regs. Section 1.421-6, covering 
options that do not qualify as restricted 
employee stock options under Section 
421, would be extended to cover inde- 
pendent contractors and creditors. Sec- 
ondly, a new rule would be created 
treating the granting of the option as 
the taxable event. This would apply 
only if the option has a “readily ascer- 
tainable fair market value” when grant- 
ed. The proposed Regulation said that 
an option is not ordinarily considered to 
have a readily ascertainable fair market 
value unless it is actively traded on an 
established market. If it is not so traded, 
there is no readily ascertainable fair 
market value unless the taxpayer shows 
that (1) the option is freely transferable, 
(2) it is immediately exercisable in full, 
(3) neither it nor the underlying stock 
is subject to a restriction significantly 
affecting fair market value, and (4) the 
fair market value of the option privi- 
lege (the opportunity to benefit during 
the option period without risk of capi- 
tal) is readily ascertainable. 

At the hearings spokesmen for the in- 
that the first 
three conditions could be complied with. 


vestment bankers said 
At present, most options would not 
qualify because of limitations on imme- 
diate exercise generally believed to be 
meet 


necessary to SEC requirements, 


but these might be re-examined and 
modified in the future. But the fourth 
requirement, they felt, was an insuper- 
able obstacle. It placed an exceedingly 
heavy burden on the taxpayer. It was 
also pointed out that “readily ascertain- 
able fair market value,” a phrase used 
by Justice Black in the LoBue case, is a 
new concept. As used in that opinion, 
it seemed to apply to conditions or con- 
tingencies on exercise or transferability 
so severe as to make valuation impos- 
sible. As used in the Regulations, it 
seems to mean that, because valuing is 
difficult, realization of income will not 
be recognized. 

Throughout the tax law, one witness 
said, valuation presents a difficult prob- 
lem. Land, oil rights, stock in small com- 
panies, all kinds of property in kind 
with reasonable 


are difficult to value 


accuracy. Yet the taxpayer and Agents, 
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Compensation + 


usually without resort to courts, have 
been able to bargain and comply in a 
manner reasonably satisfactory to all 
concerned. This Regulation would 
create an exception so far as stock op- 
tions are concerned. It is a particularly 
bad exception and one that will treat 
taxpayers unfairly because the Revenue 
Agent will recognize that, if he agrees 
to any valuation, the taxpayer may 
subsequently register a substantial profit 
at Capital gains rates, whereas if he re- 
fuses to go along with the valuation, 
the Service may tax any such subsequent 
profit at ordinary income tax rates. For 
these reasons the Regulation would dis- 
courage orderly tax administration. 
Several witnesses objected to the fact 
that the proposed Regulations would 
apply to all options sold or exercised 
during 1954-Code years. They pointed 
out that the Treasury has always treated 
employees differently from independent 
contractors, and in fact options to in- 
dependent contractors have been con- 
sistently treated by Revenue Agents as 
income upon receipt. They asked that, 
if the proposals stand, they be applied 
only prospectively. vz 


New decisions 


Pension plan must integrate with So- 
cial Security, as 





rulings require. A 


qualified pension plan proposed to 
adopt a variable benefit feature so that 
actual earnings of the trust will be 


credited to the individual accounts, 
whether or not the earnings exceed the 
figure (3%) on which computations were 
based. The IRS points out that in such 
a plan it is possible that the amounts 
will be such that the plan will not méet 
the precise integration tests, intended to 
insure that higher-paid employees re- 
ceive no more than equivalents to the 
benefits paid by Social Security. How- 
ever, the plan would qualify if it con- 
tained provisions limiting earnings 
credits to amounts that would meet the 
integration rules, Rev. Rul. 60-337. 


Plan may permit withdrawal of em- 
ployees’ voluntary contributions. It is 
fundamental to pension plans that they 
must not permit other than incidental 
benefits prior to retirement. The IRS 
now rules that permitting employees to 
withdraw their own contributions with- 
out interest and in amounts of not less 
than $1,000 prior to retirement will not 
disqualify a plan. Rev. Rul. 60-323. 
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Knetsch means interest is allowable 


only if loan has real business purpose 


by I. JEROME O’CONNOR 


With the Supreme Court’s disallowance of interest on loans involved in an annuity 


plan that could produce a gain only after tax allowance of the interest, the ques- 


tion of tax-motivated transactions comes into new focus. Mr. O’Connor analyses 


Knetsch and then looks at some of the earlier cases dealing with bond and other 


transactions dependent for success on interest deductions and sees the emergence 


of a new doctrine that will sharply limit tax-avoidance possibilities. 


Kk” TSCH IS A MAP On which is marked 
the route of the Commissioner’s 
coming conquests; the way is clear for an 
attack on sham transactions where there 
is no real indebtedness. The Supreme 
Court in this case (— U. S. —, 81 Sup. 
Ct. 1§2), 1960, 


has in effect placed a noose around 


decided November 14, 
“the legal right of a taxpayer to de- 
crease the amount of what otherwise 
would be his taxes or altogether avoid 
them, by means which the law permits.” 
The Court has paid lip service to these 
words from Gregory (293 U. S. 465), but 
the Commissioner is now free to tighten 
his noose and will shortly cause the 
death of the doctrine entirely. 

The significance of Knetsch becomes 
apparent from a study of the simple 
Statutory provisions on interest and the 
elaborate interpretations of them by the 
courts. 

he only deduction required by the 
Constitution to be allowed to the in- 
come taxpayer is cost of goods sold, this 
being a return of capital. (See Mitchell 
Brothers Co., 247 U. S. 179). The result- 
ing gross income (Secton 61) is subject 
to only such deductions as Congress 
allows. 

As the Court said in Deputy v. Du- 
Pont (308 U.S. 488), the matter of de- 
ductions from income “depends upon 
legislative grace; and only as there is 
clear provision therefor can any particu- 
lar deduction be allowed.” The ques- 


how beneficent Congress in- 


tion of 





tended to be in dispensing “legislative 
grace”’ has been the subject of specula- 
tion and litigation. 

Section 163(a), the key to interest de- 
ductions, provides that “There shall be 
allowed as a deduction all interest paid 
or accrued within the taxable year on 
indebtedness.” 

Unlike the Regulations under some 
sections of the Code, those under Sec- 
tion 163(a) offer no guidance. The de- 
velopment of Section 163(a) has been 
left to the courts. 

Section 163(a) is broad in its sweep— 
“all interest paid or accrued’”’—but Sec- 
tions 264 and 265 restrict its applica- 
tion. Section 264(a)(2) denies a deduc- 
tion for “Any amount paid or accrued 
on indebtedness incurred or continued 
to purchase or carry a single premium 
life insurance, endowment, or annuity 
contract.” Section 265(2) denies deduc- 
tion of “Interest on indebtedness in- 
curred or continued to purchase or carry 
obligations (other than obligations of 
the United States issued after Septem- 
ber 24, 1917, and originally subscribed 
for by the taxpayer) the interest on 
which is wholly exempt from the taxes 
imposed by this subtitle.” 


The Knetsch facts 


In Knetsch, the taxpayer, on Decem- 
ber 11, 1953, bought 10 single-premium 
annuities, which would be payable com- 
mencing in 1983, when he would be 90 
years of age. He paid the purchase price, 





$4,004,000 by giving the insurance com- 
pany, Sam Houston Life of Houston, 
Texas, a check for $4,000 and a non- 
recourse note, secured by the contracts, 
for $4 million. 

On December 11, 1953, the date of 
purchase, Knetsch paid interest for one 
year, $140,000, in advance. Knetsch was 
able to make this interest payment be- 
cause he was able to borrow against the 
increasing loan value of the policies. 
The contracts provided that at the end 
of the first contract year the contracts 
would have a loan value of $4,100,000, 
and on December 16, 1953, Knetsch 
borrowed $99,000 from the 
company, anticipating the increase of 
$100,000 in cash value in the contract. 
Knetsch prepaid interest of $3,465 on 
his non-recourse note for $99,000. 

In taxpayer’s joint return for 1953, 
he and his wife deducted the two inter- 
est payments, namely $143,465, as “in- 
terest paid or accrued within the tax- 
able year on indebtedness,” under Sec- 
tion 23(b) of the Internal Revenue 
Code of 1939. Section 23(b) of the 1939 
Code is the same as Section 163(a) of 
the 1954 Code. 

On December 11, 1954, Knetsch pre- 
paid $143,465 interest on the sum bor- 
rowed to that time, namely $4,099,000. 
During the second contract year, 1954- 
1955, the cash value of the contracts in- 
$104,000, antici- 
pated this increase by borrowing $104,- 
000 on December 30, 1954. He gave the 
company the usual 


insurance 


creased and Kntesch 


non-recourse notes 
for this amount and prepaid interest of 
$3,640. 
deduction on their joint Federal income 
tax return for 1954 in the amount of 
$147,105 for “interest paid” under Sec- 
tion 163(a) of the 1954 Code. 

On December 11, 1955, taxpayer pre- 
paid interest of $147,105 on his in- 
debtedness, which then totaled $4,203,- 
000. He again anticipated the increase 


Taxpayer and his wife took a 


in cash value for the coming contract 
year, in the amount of $104,000, by giv- 
ing a note for that sum and prepaying 
interest in the amount of $3,640. On 
their joint Federal income tax return 
for 1955 taxpayer and his wife claimed 
a deduction, under Section 163(a), in the 
amount of $150,745. 

On December 27, 1956, taxpayer sur- 
rendered the annuity contracts, then 
worth $4,308,000 in return for cancella- 
tion of the notes, then aggregating 
$4,307,000, and the payment to him of 
$1,000 in cash. 

At no time was the cash value of the 
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contracts more than $1,000 in excess of 
the moneys Knetsch. If 
had held the contracts until 
maturity, when he would have been 90 
years old, the cash value of $1,000 would 
have provided an annuity of $43 per 
month. 


borrowed by 
Knetsch 


The increase in cash value of the an- 
nuity contracts resulted from interest 
credited thereto by the company at the 
rate of 2.5% compounded annually. 
Knetsch paid $4,000 initially and paid 
interest at the rate of 3.5% on the 
amount he borrowed from the company 
subsequently. Clearly, to borrow money 
at 3.5% in order to earn interest at 
9 


5,07 
J /o 


is not economically sound. There 
is here no “excess of returns over ex- 
penditure,” Webster’s definition of 
profit. Knetsch clearly was not motivated 
by the possibility of profit in the trans- 
action itself, for there was none. 

It is equally clear that Knetsch was 
not motivated by the desire to purchase 
an annuity. An annuity of $43 per 
month at age 90 could have been pur- 
Knetsch than the 
initial payment of $4,000 and the sub- 
the 


chased by for less 


sequent loss in transaction each 
year. 

Upon audit, Knetsch’s deductions for 
interest paid were disallowed. Knetsch 
paid under protest the tax alleged to be 
due and filed suit in U. S. district court 
for recovery of taxes paid on account 
of the amounts thus paid for the years 
1953 and 1954. 


District court Knetsch opinion 

The court held for the Government 
(Karl F. Knetsch et al., DC SD Calif., 
11/5/58) and upheld the disallowance 
of the deduction. 

The significant findings of fact were 
that (1) Knetsch did not enter into a 
transaction for profit in the purchase of 
the annuities, (2) Knetsch had as his 
only motive attempting to secure an in- 
terest deduction, (3) there was no com- 
mercial economic substance to his trans- 
actions with the insurance company, (4) 
it was that 


the 


not intended Knetsch _be- 


come indebted to insurance 


com- 
pany, and no indebtedness was in fact 
created, and (5) neither the $143,465 
paid by Knetsch in 1953 nor the $147,- 
105 paid in 1954 was a payment of in- 
terest. 

The Court’s significant conclusions of 
law were: 

“VII. While in form the payments to 
Sam Houston were compensation for 
the use or forbearance of money, they 


were not in substance. As a payment of 
interest, the transaction was a sham. 

“VIII. Neither the $143,465.00 paid 
by the plaintiff to Sam Houston in 1953 
nor the $147,105.00 paid in 1954, was 
a payment of interest on indebtedness 
within the meaning of Section 23(b) of 
the Internal Revenue Code (1939) or 
Section 163(a) of the Internal Revenue 
Code (1954), respectively.” 


CA-9 affirms 

Taxpayers appealed the decision of 
the district court to the Ninth Circuit 
Court of Appeals, and this court affirmed 
the judgment below (CA-9, 272 F.2d 
200). 

The Ninth Circuit upheld the find- 
ings of fact of the lower court “that the 
annuity bonds provided neither profit 
nor insurance; that they had been pur- 
chased solely to obtain a tax benefit; and 
that the alleged interest was not inter- 
est in fact, but the purchase price of a 
tax deduction.” The issue in the case, 


the court concluded, was whether the 
payments made by Knetsch were pay- 
ments of interest. 

The court pointed out that the Fifth 
Circuit Court of Appeals had found 
payments in a similar case to be interest 
(Bond, CA-5, 258 F.2d the 


Third Circuit Court of Appeals had 


577), and 
found such payments not to be interest 
in Weller (CA-3, 270 F.2d 294). The 
court agreed with the Third Circuit and 
held that the payments made by Knetsch 
were not payments of interest. 

between the 
holdings in the Fifth Circuit, in Bond, 
that of the Ninth 
Knetsch, the Supreme Court granted 
certiorari. In Knetsch (81 Sup. Ct. 132) 
the Supreme Court on November 14, 
1960, three 
affirmed the judgment of the court of 


Because of the conflict 


and Circuit, in 


with justices dissenting, 


appeals. 
Supreme Court quotes Gregory 
The 


whether 
Knetsch 


before it, said the Court, 
the 
the 


“indebtedness” 


issue 


was transaction between 


and insurance company 
within the 
meaning of Section 23(b) of the 1939 
Code and Section 163(a) of the 1954 


the 


created an 


Code trial court 
Noting that, 


under the course of action Knetsch was 


or whether, as 


found, it was a “sham. 
pursuing, he would obtain an annuity 
of only $43 at ag 90 (under the Com- 
missioner’s actuarial tables, Regs. Sec- 
tion 1.72-9, Table 1, Knetsch had a life 
expectancy of only 18.2 years, when, at 
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[I. Jerome O’Connor is Tax Counsel 
of the John Hancock Mutual Life In- 
surance Company, Boston. He acknowl- 
edges the assistance of Russell E. Had- 
dleton, attorney on the tax staff of the 
law department of the company, in the 
preparation of this article.] 





age 60, he instituted the program), the 
Court observed that “it is patent that 
there was nothing of substance to be 
realized by Knetsch from the transaction 
beyond a tax deduction.” The Court 
concluded, “There may well be single 
premium with 


annuity arrangements 


nontax substance which create an in- 
debtedness for the purposes of Section 
23(b) of the 1939 Code and Section 
163(a) of the 1954 Code. But this one is 
a sham.” 

In its decision the Supreme Court re- 
fused to give weight to the finding by 
the district court that Knetsch’s “only 
motive in purchasing these 10 bonds 
[single-premium annuities] was to at- 
tempt to secure an interest deduction.” 
The Supreme Court pointed out that 
under the authority of Gregory: “The 
legal right of a taxpayer to decrease the 
amount of what would otherwise be his 
taxes, or altogether avoid them, by 
means which the law permits, cannot be 
doubted.” 

The Court 


of taxpayers that, in denying deductions 


dismissed the contention 


under Section 264 of the 1954 Code for 
“any amount paid or accrued on in- 
debtedness incurred or continued to 
purchase or carry a single premium .. . 
annuity contract” and in making this 
denial of deductions applicable “in re- 
spect of annuity contracts only as to 
March l, 


1954,” Congress intended to authorize 


contracts purchased after 
deduction of amounts so paid on con- 
tracts purchased prior to March 1, 1954. 
The Court indicated that this argument 
was valid with respect to a transaction 
which ‘created a true obligation to pay 
interest” and indicated that it believed 
that the transaction beween Knetsch and 
the insurance company created no such 
obligation. 

The Court stated that it appeared 
that taxpayers were arguing that Con- 
gress intended to allow “deduction of 
pre-1954 payments under transactions of 
the kind carried on by Knetsch with the 


insurance company without regard to 
whether the transactions created a true 
obligation to pay interest.” The Court 
said that it would not attribute such an 
intent to Congress unless such intent 
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clearly appeared, saying, in the words of 
To hold other- 
artifice 
reality, and to deprive the statutory pro- 


oer 


the Court in Gregory: 


wise would be to exalt above 
vision in question of all serious pur- 
pose.” Upon examining the history of 
legislation in this area, the Court con- 
cluded that Congress had directed its at- 
tention to the problem of interest alloca- 
ble to partially exempt income and had 
no concern with sham transactions. 

In striking down Knetsch’s deduction, 
the Supreme Court answered some ques- 
tions for us, and left some others un- 
answered. Before examining these ques- 
tions, let us first examine two 
cases in this area. namely, Bond and 


Weller. 


The Bond case 
In Bond 


bought a 


(258 F.2d 577) 


annuity 


taxpayel 
deferred contract 
much like that purchased by Knetsch. 
Bond bought 30-year deferred annuity 
contracts, borrowing against the cash 
values of the contracts to pay the single 
premium. He deducted for Federal in- 
come tax purposes interest paid to the 
amount ol 
Rev- 


enue Service denied the deduction and 


insurance company on the 


the borrowing, and the Internal 
assessed a deficiency. Taxpayer paid 
under protest and brought suit in dis- 
trict court for refund. Judgment in the 
district court was for the taxpayer, and 
the Government appealed. The Fifth 
Circuit Court of Appeals held for the 
taxpayer in a 2-1 decsion. 

In Bond, the argument urged by the 
Government was in accord with the 
conclusion of 


Knetsch. 
there 


the Supreme Court in 
The Government argued that 
created in 


was no indebtedness 


the transactions between the taxpayet 
and the insurance company. The pay- 
ments, said the Government, although 
called “interest,” were something else, 


since no money was lent or borrowed 


nor were other economic benefits ac- 
tually advanced to the taxpayer by the 
insurance company. 

The court in Bond gave much weight 
to the facts that the annuity contract 
was a legitimate one and that the in 
surance company was, under Texas law, 
required to lend the contract holder the 
cash value of the contract upon his ap- 
that the 


one, the 


concluded 
real 
found justification in the statute for the 


plication. Having 


transaction was a court 
deduction. 
Wisdom, in_ his 


Bond, 


Judge dissenting 


opinion in touched upon the 


earlier — 


March 1961 


Government’s argument to the effect that 
the transaction did not create any real 
indebtedness but felt that the principal 
element of the Government's case was 
that, for purposes of tax deduction, in- 
terest is confined to the amount paid 
for the use of borrowed money. He felt 
that no money or other economic bene- 
fits were advanced to the taxpayer by 
and, therefore, that the 
payments were not interest. 


the company 


The Emmons and Weller cases 


Weller (31 TC 33) and its companion 
case of Emmons (31 TC 26) arose from 
like fact situations. 

In Emmons, decided first, taxpayer 
bought an annual premium annuity 
contract, paying the first premium. He 
then borrowed $59,213.75 from a bank, 
pledging the contract as collateral, and 
used the money to prepay all future 
premiums. Within one week after issue 
of the 
against the paid-up contract, 


contract, taxpayer borrowed 
uisng the 
loan. He 
prepaid interest to December 20, 1956, 
in the amount of $13,627.30, for which 
195] 


proceeds to retire the bank 


he claimed a deduction on his 


Federal income tax return. 
In 1952 Emmons paid the issuing com- 
$9,699.64 as 


from the 


pany “interest” and_bor- 


rowed company the increase 
in cash value, $5,364. The Commissioner 
assessed deficiencies in Emmons’ Federal 
income tax payments for the years 1951 
and 1952 as a result of disallowance of 
and Emmons 


the claimed deductions, 


took the matter to the Tax Court. 

In holding for the Commissioner, the 
Tax Court disagreed with his conten- 
tion that there was no indebtedness. Al- 
though the loan was secured by the 
policy and was without personal recourse 
Court 


against the Tax 


that 


taxpayer, the 
noted this is a characteristic of 
loans by insurance companies to their 
policyholders. The Tax Court also re- 
jected the Commissioner’s contention 
that the payments constituted premiums, 
recognizing that the policy had been 
paid up by the proceeds of the bank 
loan. 

The grounds on which the Tax Court 
its decision were that “the en- 
The 
court said, “Petitioner did not seek an 


reached 
tire transaction lacks substance.” 
annuity, and in fact gave up all sub 
stantial rights of an annuitant in order 
to reach his true goal, deductions in an 
amount large enough to reduce his taxes 
in a sum greater than the net considera- 
tion or cost to him of the entire opera- 


tion.” The court concluded that “the 
entire transaction, although in terms 
within section 23(b), was an elaborate 
and devious attempt to create a deduc- 
tion for tax purposes masquerading as 
the purchase of an annuity policy.” 

In Weller, the facts were like those 
in Emmons. Weller paid the first of 41 
annual premiums on an annuity con- 
tract, pledged the contract as collateral 
for a loan of $473,713.42 from a bank, 
then used the proceeds of the loan to 
pay up the policy. He paid the insur- 
ance company as prepaid interest on the 
loan for one year the amount of $19,- 
192.24, which he deducted as “interest” 
1952 Tax- 
payer also paid the company a further 
amount of $20,857.82 as prepaid interest 


on his income tax return. 


for an additional year and borrowed 
from the company the $17,715 increase 
in cash value of the contract. Taxpayer 
$20,857.82 on 
his income tax return, also as “interest.” 


deducted the amount of 


The Commissioner determined a de- 
ficiency in taxpayer’s income tax for 
1952 as a result of the disallowance of 
the interest deductions in the amount 
of $40,050.06. The Tax Court sustained 
the Commissioner, for the same reasons 
used in Emmons. 


Combined appeals decision 

The taxpayers in Emmons and Weller 
petitioned the Third Circuit Court of 
Appeals for review of the decisions of 
the Tax Court, and the two cases on 
appeal were decided together (Weller, 
270 F.2d 294; Emmons 270 F.2d 294). 
Both later 
certiorari, which the 


taxpayers petitioned for 


Supreme Court 
denied on December 5, 1960. 

The Third Circuit affirmed the Tax 
Court in both cases, on the basis that, 
although the payments appeared to be 
form, the entire transaction 
The 


used as its starting point the principle 


interest in 
was lacking in substance. court 
laid down by Judge Learned Hand, in 
Gilbert (CA-2, 1957, 248 F.2d 399, 411- 
412): 

“If . . . the taxpayer enters into a 
transaction that does not appreciably 
affect his beneficial interest except to re- 
duce his tax the law will disregard it; 
for we cannot suppose that it was part 
of the purpose of the act to provide an 
escape from the liabilities that it sought 
to impose. . [The Gregory doctrine] 
covers only those transactions that do 
not appreciably change the taxpayer's 
financial position, either beneficially or 
detrimentally.” 
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The Third Circuit went on from that 
beginning to state that “the words of 
these [taxing] statutes which describe 
commercial transactions are to be under- 
refer to transactions entered 
upon for commercial purposes and not 
to include transactions entered upon for 
no other motive but to escape taxation.” 

The court ignored taxpayers’ con- 


stood to 


tentions that the transactions involved 
independent purpose, 
pointing to the 4% interest rate paid by 
taxpayers as against the 2.85% discount 
rate on the prepaid interest. The court 
also looked through the taxpayers’ argu- 


any economic 


) 


ment that the payments by taxpayers 
were considered interest under state law 
by the insurance companies receiving 
them, since “for the purpose of the 
federal tax laws, the substance of trans- 
actions is to be determined uniformly 
in relation to the meaning and intend- 
ment of the federal laws.” The fact that 
an obligation might be valid under local 
law, the court noted, would not deter- 
mine whether there was an actual in- 
debtedness for purposes of applying the 
provisions of the Internal Revenue 
Code. 

Upon reviewing the decision of the 
Supreme Court in Knetsch, we find that 
it is clear that a transaction directly 
with the insurance company, involving 
the the 


policy, will be stricken down if the trans- 


borrowing against value of 
action presents nothing of benefit for 
tax deduction, 
264 
Section 264(a)(2) forecloses any 


the taxpayer except a 


even without reference to Section 
(a)(2). 
deduction for interest paid to purchase 
or carry a single-premium annuity con- 
tract purchased after March 1, 1954. 
The impact of Knetsch is not on 
similar fact situations that have received 
the attention of Section 
264(a)(2) 


for the purpose of generating an in- 


Congress in 
but on transactions created 
terest deduction. The question is to what 
degree one may go in manufacturing 
an interest deduction. 


Stanton and Goodstein 

Along the line from clear deduction 
to no deduction, the next relevant case 
Stanton (34 TC 1). In that 
case, taxpayer bought short-term Gov- 


would be 


ernment notes and commercial paper at 
a discount, financing the purchase with 
bank loans. At the time of purchase 
that, by 
ing the interest paid from ordinary in- 


Stanton anticipated deduct- 
come and paying a tax on the gain at 
capital gains rates, he would convert an 





economic loss into an after-tax gain. 

The Commissioner disallowed the in- 
terest deduction, and Stanton went to 
the Tax Court, where the Commisisoner 
argued that the transaction lacked sub- 
stance, citing Goodstein (30 TC 1178, 
267 F.2d 127). The Tax Court distin- 
guished Goodstein, the 
grounds that that case involved merely 
“an empty bookkeeping device to create 
the illusion of indebtedness interest, and 
long-term capital gain,” but concluded 
that there was a real obligation imposed 
and that Stanton was en- 
titled to a deduction for interest paid 
on indebtedness, 


however, on 


on Stanton 


In Goodstein taxpayer engaged in a 
complicated transaction whereby he, on 
paper, purchased bonds and borrowed 
money. He paid interest on the “bor- 
rowed” money, which interest was then 
loaned back to him, without interest, 
by the lender. The First Circuit Court 
of Appeals found that “there was never 
in substance either a purchase of the 
notes by the taxpayer or borrowing of 
the purchase funds from Seaboard.” The 
Commissioner was upheld in Goodstein. 


Conclusion 


Looking back at Knetsch, we see that 
the Commissioner’s power to look be- 
hind the apparent realities of a trans- 
action has been strengthened. The Com- 
missioner looked with a keen eye at the 
transaction in Goodstein and won a 
victory. In Stanton the Commissioner 
lost because the transaction was real, 
the indebtedness genuine, even though 
the motive of the taxpayer was purely 
one of achieving a tax, rather than an 
economic, gain. In Knetsch the indebt- 
edness was apparently as actual as in 


Stanton, but the motive 


was more fla- 
grantly aimed solely at tax savings. 
(Stanton might have made profit; 
Knetsch never could have made an 


economic profit.) 

Knetsch made it clear that the deter- 
mination as to whether a transaction is 
a sham and whether indebtedness is real 
will depend upon whether “what was 
done, apart from the tax motive, was 
the And it 
seems, from a reading of Knetsch, that 


what statute intended.” 
whether “what was done, apart from the 
statute in- 
whether 
there was “nothing of substance to be 


tax motive, was what the 


tended” will depend upon 
realized . . . from the transaction beyond 
a tax deduction.” 


It seems to us that Knetsch means, al- 


though it does not say, that the Com- 
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missioner may scrutinize any transaction 
that does not have a potential of profit 
to the taxpayer and may use the absence 
of profit potential as a major element in 
the determination of whether there is 
a “valid The Knetsch 
case is a very real inroad against the 
deduction of interest in the ‘“manufac- 
tured” situation and means that the tax- 


indebtedness.” 


payer who creates such a situation, de- 
void of profit-making possibilities except 
after taxes, is indeed treading on ex- 
tremely thin ice. 

It appears clear that, if there is a rea- 
sonable business purpose in the trans- 
action and if there is a possibility (even 
a remote possibility, as in Stanton) of 
profit, the taxpayer will be secure, at 
least for the time being. We expect that, 
if a case as extreme as Stanton comes 
up again, the taxpayer would stand a 
possibility of losing, and as time goes 
on, that possibility will increase. Knetsch 
raises no threat to situations where the 
taxpayer is using borrowed money as 
a necessary tool to purchase something 
of value, as in the case of the “minimum 
deposit” insurance plans, where a loan 
against the cash surrender value is used 
in part payment of the premiums on 
the life insurance. In such a case, the 
taxpayer derives value 
from the transaction, namely life insur- 
ance protection. 


something of 


The tax adviser will do well to study 
Knetsch and to have its implications in 
mind in any tax planning situation not 
involving a sound business purpose. It 
bodes no good for the taxpayer whose 
sole motive is tax avoidance and who 
has no dominant business purpose. The 
the mandate of 


Knetsch, will be quick to attack any at- 


Commissioner, under 


tempt “to exalt artifice over reality.” * 


Dollar-value 


LIFO Regs. 
please accountants 


FINAL REGULATIONS On dollar-value Liro 
inventories were adopted on January 
19, 1961, to the general satisfaction of 
most accountants who have been work- 
ing with the subject. At hearings in 
Washington on January 5 a number of 
representatives of the accounting pro- 
fession and of industry presented testi- 
mony, though very few objections were 
registered. Some criticism of the pro- 
posed Regulations prohibition on use 
of the chain index was heard, and the 
final Regulations have modified this. 
The new Regulations put into effect 
rules on which accountants have been 
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working for some 10 years. The Klein 
Chocolate case (32 TC 437), which was 
originally decided against the taxpayer, 
has been substantially over-ruled in the 
new Regulations; however, the case was 


March 1961 


re-argued before Judge Turner, and his 
final decision is still being awaited. 
Accountants generally see no problems 
in putting the new Regulations into 
effect. w 


Many overhead expenses can be cut 


from inventory for tax pur poses 


by ALBERT J. BOWS 


In volatile industries, particularly, it is important that inventories be not over- 


stated or profit swings exaggerated. Mr. Bows, speaking particularly of the problems 


of textile firms, reminds accountants of the many and substantial costs routinely 


included in inventory that, when excluded for tax purposes, will save taxes. 


p Bene CONSERVATIVE approach to 
inventory pricing is necessary in 
order to be realistic in reporting profits 
to shareholders and to be certain that 
you are not overpaying your income and 
property taxes. In the textile industry 
it is particularly important from a tax 
standpoint to watch inventory pricing 
practices since such a wide fluctuation 
in output and therefore wide fluctu- 
ations in unit costs occur. 

One reason for that industry’s tax re- 
duction possibilities in the area of in- 
ventory pricing is the peculiar nature 
of the typical textile organization. A 
typical Southern setup includes some 
selling activities by top management and 
a close working relationship between 
top executives and manufacturing and 
production personnel. Many administra- 
tive activities are conducted at the manu- 
facturing site which in most other busi- 
nesses would be completely divorced 
from manufacturing. 

Because many of the executive and 
administrative textile 
mill are located near the manufacturing 
facilities and because some of the peo- 


functions in a 


ple have joint responsibilities, we find 
a tendency for accountants to include 
as part of inventory costs expenses which 
are not part of producing costs. Since 
many general and administrative costs 
the of the mill, 
they are sometimes carried as part of 


are incurred at site 


the manufacturing costs. For this reason 
textile inventories are carried at higher 
prices than required by either strict ac- 
counting practices or income tax Regu- 
lations. They are probably carried 
higher than they would be under a more 
administrative 


conventional organiza- 


tion. 
Income tax rules on the valuation of 


the inventories are fairly simple. The 
law states (Section 471) that “whenever 
in the opinion of the Secretary or his 
delegate the use of inventories is neces- 
sary in order clearly to determine the 
income of any taxpayer, inventories shall 
be taken by such taxpayer on such basis 
as the Secretary or his delegate may pre- 
scribe as conforming as nearly as may 
be to the best accounting practice in 
the or business and as most 
clearly reflecting the income.” 

The Regulations defining inventories 
at cost state (Regulations 1.471-3) that, 
in the case of merchandise produced by 
the taxpayer since the beginning of the 
taxable year, cost means (1) the cost of 
raw materials and supplies entering into 
in connection with the 
product, (2) expenditures for direct 
labor, (3) indirect expenses incident to 


trade 


or consumed 


and necessary for the production of the 
particular article, including in such in- 
direct expenses a reasonable proportion 
of management expenses, but not in- 
cluding any cost of selling or return on 
capital, whether by way of interest or 
profit. 

You will note that, in effect, all gener- 
al, administrative, and shipping expenses 
not incident to production can be ex- 
cluded from the inventory. To give an 
idea of the impact of this on inventory 
cost, here is a partial list of items fre- 
quently included in the manufacturing 
expenses of mills which are really ad- 
ministrative costs and need not be in- 
cluded in the cost of inventory for 
income tax purposes. 

1. All executive salaries (mill treas- 
urers, assistant treasurers, controllers, 
and mill managers). 

2. Salaries of such executive or ad- 
ministrative groups as personnel depart- 





ment, cost accounting and general ac- 
counting. 

3. Administrative expenses such as 
outside consultants and research cost, 


and all the employees’ fringe benefits of 


the above group such as bonuses, retire- 
ment, and pension costs. 

Other general and administrative ex- 
penses frequently mixed up with manu- 
facturing costs include the following: 
baling and packing supplies; watchmen 
and guards; special repairs to building 
and building equipment; upkeep of 
grounds; employee welfare and clinic 
expenses; warehouse costs; depreciation; 
corporate taxes; insurance costs on furni- 
ture, fixtures, and buildings related to 
administrative groups; donations, dues, 
subscriptions, and local advertising; of- 
fice supplies; IBM rentals applicable to 
general and cost accounting; and mill 
village operations. 


Burden problems 


The Regulations also provide that in 
determining inventory cost burden or 
overhead applicable to the inventories 
should be included as a cost. There is a 
tendency on the part of mili accountants 
not to screen the burden or overhead 
accounts carefully to be certain that only 
the burden which really has to be in- 
cluded as inventory cost is included for 
income tax purposes. Burden costs 
should be the normal manufacturing ex- 
penses incident to the production of the 
goods which are subject to the inventory 
and should exclude all unusual and 
extraordinary repair items, and any pe- 
riods of low activities or strikes. They 
based on the normal or 
actual hours of production, whichever 
is the higher. For example, if the stand- 
ard costs happen to be based on a 
normal work week (and do not forget 
that all so-called standard cost figures 
are based on estimates of production) 
and the actual production runs are 
much higher, then it is costly to in- 
clude in the inventory the standard costs 
of production for burden, because it 
was based on a much lower activity than 
actually run. Frequently as a business 
steps up its activity it needs more in- 
ventory to take care of its customers. 
At the same time, it should be pricing 
the burden end of its inventory lower 
than the standards provide. Frequently, 
mill accountants will not bother to make 
these distinctions with the result that 
the inventory is overpriced for income 
tax purposes. 

Another important factor in reducing 


should be 
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cost is that since 1954 it has been per- 
missible for income tax purposes to take 
so-called fast depreciation (sum-of-the- 
year’s digits or double-declining). In 
some cases the fast depreciation figure 
is used for cost accounting purposes. For 
the purpose of determining inventory 
costs for tax purposes, it may be possible 
to use straight-line depreciation, al- 
though the Internal Revenue Service 
has expressed an opinion that the fast 
depreciation provision should be capi- 
talized in inventory. 

Am I suggesting a separate set of 
cost records for income tax purposes? 
Would it not be dangerous taxwise to 
have two sets of costs? As a matter of 
fact, if you split your costs into two 
groups, one group would consist of your 
underlying factory costs which you 
would use for inventory valuation for 
tax purposes. Then a memorandum rec- 
ord of all the additional general, ad- 
ministrative, shipping, research, and 
selling expenses will be added as a 
second group to arrive at total cost 
which you will use for sales, pricing and 
other’ purposes. 


Market price 


Ihe income tax Regulations which 
provide for valuing inventories at the 
lower of cost or market also provide 
opportunities for inventory price reduc- 
tions. In regard to market prices, the 
Regulations (1.471-4) say that costs (ma- 
terials, labor and burden) in goods in 
process of manufacture and in finished 
goods on hand shall be valued at mar- 
ket, which means the current bid price 
prevailing at the date .of the inventory 
for the particular merchandise in the 
volume which is usually purchased by 
the taxpayer. Where no open market 
exists due to inactive market conditions, 
the taxpayer can use evidence of a fair 
market value. Where the taxpayer in 
the regular course of business has of- 
fered for sale merchandise at prices 
lower than the current prices, the in- 
ventory may be valued at such prices 
less direct costs of disposition. 

In determining market prices, these 
points should be considered: 

1. If the mill has raw materials on 
which it is receiving discounts or rebates, 
these should be considered in arriving 
at inventory prices. If there are further 
price concessions available in the sec- 
ondary materials market, the mill should 
use the lowest market price in arriving 
at the inventory price for tax purposes. 
Similarly, if the mill is making yarn 


and its own cost of production of yarn 
is higher than the price for which it 
could purchase the same yarn on the 
outside, it has the right to price its yarn 
at market prices. 

2. Another important point is that all 
of such yarn, wherever it is found in 
the inventory—raw materials, work in 
process, or finished goods—should have 
the same test of market applied to it 
and be written down. We frequently 
find that the accountants go into the 
raw materials only and do not recognize 
the possibility of writing down the mar- 
ket prices of the same material in the 
work-in-process and finished goods in- 
ventory. 

8. Tax possibilities are over- 
looked in inventory price reductions in 
the pricing of seconds, irregulars, and 
other defective merchandise. These, 
under the Regulations, can be priced at 
selling price of firsts, less their normal 
discounts of 10%, 
costs to sell. It is important that your 
mill recognize these goods and reduce 
prices wherever they are located in the 
inventory. If the mill has any raw ma- 
terials or work in process which will end 
up in seconds and irregulars, the inven- 
tory price should also be written down. 

This pricing procedure is certainly 
applicable in all cases except for one 
textile concern with which I am famil- 
iar. This company finds the business 
of selling seconds and 
profitable that they have designated a 
certain line of production in their fac- 
tory irregulars 
They find that there is much less sales 
resistance in selling irregulars than regu- 
lar merchandise so they have a machine 
that punches holes in some of their regu- 
lar material so that it can be sold in the 
booming irregular market. 


also 


25%, and 50%, less 


irregulars so 


where are produced. 


In pricing materials, all forms of 
waste sold or waste recovered should be 
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[Mr. Bows, who is a Certified Public Ac- 
countant, is a member of the firm of 
Arthur Andersen & Co., and is partner 
in charge of their Atlanta office. This 
article is adapted from an address he 
made to the American Cotton Manufac- 
turers Institute Tax Symposium in At- 
lanta.| 





recognized in the material price in order 
properly to cost the raw materials. Un- 
less this is done you are using the cost 
figures which are too high. 

There are other benefits which come 
from keeping inventories priced realis- 
tically. Many of the personal property 
laws require certified balance sheets for 
assessing purposes and, of course, to the 
extent that these inventories can be 
legitimately priced at reduced values you 
frequently gain by reducing local ‘tax 
assessments. 

Are these changes which would. re- 
quire from the Commis- 
sioner, since he insists on consistent in- 
ventory practices? In my view, the prac- 
tices which the Commissioner refers to 
in terms of consistency are those which 
relate to the method of pricing the in- 
ventory—mainly, cost or market, which- 
ever is lower, Liro, average cost: on 
a first-in, first-out basis, and so forth— 
and not to the details or mechanics of 
arriving at a price within the framework 
of one of these methods. Obviously, if 
a taxpayer had to check every change in 
inventory pricing methods with the 
Commissioner, there would be an end- 
less amount of correspondence and rul- 
ings. If a fairly large number of tax- 
payers follow consistent conservative in- 
ventory practices, it will help substan- 
tiate tax reductions of this type. Per- 
haps an industry group should dissemi- 
nate literature defining the cost to be 
included in inventory. I believe this 


perm ission 


would strengthen everybody’s case. 





* Deferral of insurance renewal commis- 
sions approved; Tax Court reaffirms 
Oates. Taxpayer was the exclusive gen- 


eral agent in Iowa for an insurance 
company from 1929 through 1955. In 
1955 taxpayer and the insurance com- 
entered 


whereby the exclusive agency was termi- 


pany into a new agreement, 
nated and taxpayer was to receive, in 
the form of an annuity, $500 monthly 
for 180 months. The annuity repre- 


sented the present value of amounts that 





taxpayer would otherwise have been en- 
titled to receive as renewal commissions. 
The that the 
termination of the exclusive agency was 


Commissioner argued 
a sale or other disposition of taxpayer's 
right to renewal commissions. Accord- 
ingly, he argued, the annuity, which is 
property, should be taxable to the extent 
of its fair market value. The Tax Court 
disagrees and rules that the amounts 
are taxable as an annuity only in the 
year payments are received. The court 
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cites and reafirms Oates (207 F.2d 711), 


which involved substantially similar 
facts. There was no sale or other dis- 
position of the renewal commissions; 


the annuity was merely a method used 
by the insurance company to pay tax- 
the that would have 
been due him under the old contract. 


payer amounts 
The fact that taxpayer was given the 
option to receive a lump-sum payment 
in 1955 is immaterial; he had no right 
to demand cash at that date. Also, the 
fact that taxpayer had the right to 
assign the annuity contract is imma- 
terial. Olmsted Inc. Life Agency, 35 TC 
No. 51. j 


Accrual-basis automobile dealer taxable 
on reserve account. An accrual-basis tax- 
payer sold automobiles on credit, dis- 
counting his customers’ obligations with 
finance companies. Taxpayer realized 
part of his gain in cash and part in the 
form of amounts credited to dealer’s re- 
serve accounts to be satisfied either by 
payment in cash or by offset against the 
taxpayer's obligation. Following Hansen 
(360 U.S. 446), this court holds that the 
the 


amount of gain credited to the dealer's 


taxpayer was required to report 


reserve account (as well as the gain in 
cash) as income for the year in which 
the sales and credits were made, rather 
than as income for the year in which 
payments from the reserve accounts were 
Mitchell, CA-5, 11 


actually received. 


25/60. 


deduction denied 
callable bonds donated to charity. With 


Bond premium on 
funds borrowed from a bank, taxpayer 
purchased callable bonds at a premium 
and donated the bonds to a charity sub- 
ject to the outstanding loan. The sole 
purpose of the transaction was to secure 
a deduction for the amortization of 
premium and for the charitable con- 
tribution of his equity in the bonds. 
Under the authority of Maysteel Prod- 
ucts (33 ITC 


the deduction for amortization of bond 


1021), the court disallows 


premium but does permit a deduction 
for the interest paid to the bank. Clark, 
TCM 1960-277 


Payments from state fund for improve- 


ments were income. Taxpayer was re- 


quired by Maryland law to pay a por- 
tion of its parimutuel take into a special 


fund administered by the state from 


which it could make withdrawals for 


capital improvements. Taxpayer treated 
the withdrawals as a subsidy from the 
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state, excludable from income. Under a 
slightly different earlier version of the 
Maryland law, the courts had held the 
withdrawals were income. This court 
holds these withdrawals are income too. 
Maryland Jockey Club, DC Md., 11/23/ 
60. 


Amount of unreported tips determined 
by use of Cohan rule. The Commis- 
sioner determined the unreported tips 
earned by a taxi driver as $1,000. This 
computation was based upon 15% of 
his gross fares. The evidence showed 
that approximately half of taxpayer's 
fares came from transporting children 
to and from school, for which no tips 
were received, and that part of the tips 
which were received had been included 
in income. By use of the Cohan rule, the 
court determines the amount of unre- 
ported tips as $250. Wexler, TCM 1960- 
266. 


Not a new corporation for EPT. (Old 
law) Taxpayer's liability depended upon 
whether, when formed, it was a “new 
within the meaning of 
Section 445 of the 1939 Code (grant- 
ing the corporation a new basis for its 
assets, 


corporation” 


resulting in no excess profits 
taxes) or whether it was an “acquiring 
within the meaning of 
Section 461 of the 1939 Code (not grant- 


ing a corporation a new basis for its 


corporation” 


assets when formed, resulting in the im- 
position of excess profits taxes). In turn, 
the 


determination de- 


pended upon whether the transferors (1) 


of these issues 
had control of the corporation imme- 
diately after the transfer and (2) re- 
ceived stock substantially in proportion 
to their respective interests in the trans- 
feror-partnership. This court holds that, 
under the facts presented, the taxpayer 
was an “acquiring corporation” rather 
than a “new corporation.” New York 
Feather Co., Inc., DC N. Y., 11/28/60. 


Purchase from stockholders. The three 
equal stockholders of the corporation 
had an option to purchase land. Their 
basis for the option was $28,000. They 
sold their option to the corporation in 
exchange for three promissory notes for 
$25,000 each. After subdividing the land 
and building houses thereon, the corpo- 
ration contended that it has a cash basis 
in the land of $75,000, the sum of the 
three notes. The Government contended 
that the corporation had a cost basis of 
only $28,000, the price the three stock- 
holders originally paid for the option. 


Under the Government’s theory, the 
transfer to the corporation was a con- 
tribution to capital. It also argued that 
there was not a bona fide sale to the 


‘corporation because the parties were not 


dealing at arm’s length. The jury found 
the cost of the land to the corporation 
to be $75,000. Point City Development 
Co., Inc., DC Va., 9/22/60. 


Basis of property inherited through 
testamentary trust is fair market value 
at death. Taxpayer inherited property 
from his father that, under the terms of 
the will, was placed in trust. Prior to 
the father’s death in 1926, a lessee had 
constructed a building on the property 
pursuant to a lease that terminated after 
the father’s death. Upon termination of 
the trust in 1937, taxpayer received his 
interest in the property, and in 1950 the 
property was involuntarily sold under 
a condemnation proceeding by the state. 
The basis to taxpayer for the property, 
including the building erected thereon 
by the tenant, is deemed to be the fair 
market value at the date of the father’s 
death in 1926, adjusted for depreciation 
on the building from that date. The 
value of the building upon termination 
of the lease, or upon termination of the 
trust, is deemed Williams, 
TCM 1960-275. 


immaterial. 


Contract received in liquidation found 
to have no fair market value. A contract 
assigned by a corporation in liquidation 
to a partnership of which taxpayers 
were members is found to have had no 
market value at the the 
assignment. The corporation had _ per- 


fair time of 
formed only some preliminary work. No 


one knew or could know whether or 
not the contract would be profitable. 
The fact that the contract, when com- 
pleted two years later, turned out to be 
profitable is not controlling, since that 
fact was not known when it was as- 
signed to the partnership. In computing 
the gain on liquidation, therefore, no 
value is to be assigned to the contract. 


Kuckenberg, TCM 1960-281. 


Guarantor paying defaulted notes takes 
them with basis equal to fair market 
value. Taxpayer's deceased husband, for- 
merly the principal stockholder of a 
closely held corporation, had personally 


endorsed $115,000 of notes of the corpo- 
ration payable to a bank. After the 
husband’s death, the corporation had 
assets sufficient to pay only 35% of its 
debts. Accordingly, the estate paid $115,- 


— 
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000 to the bank and acquired ownership 
of the notes. They were included as an 
asset in the husband’s estate tax return 
and valued at $40,250 (35% of $115,- 
000). The corporation was later recog- 
nized, issued substitute notes to tax- 
payer as her husband’s legatee, and 
eventually paid taxpayer $115,000. Tax- 
payer treated the notes as having a 
$115,000 
ported no income on the transaction. 


basis of and, therefore, re- 
laxpayer argued that the estate made 
an investment in the notes when it paid 
them, and accordingly, the basis should 
be cost ($115,000). The Tax Court rules 
that the basis is the fair market value at 
and 


taxpayer must report income of $74,750 


the time of the decedent’s death, 
($115,000-$40,250). The primary purpose 
of the estate in making the payment 
was to discharge a valid obligation 
rather than to acquire an investment. 
Only as an incident to such payment 
did the estate acquire the right to pro- 
ceed against the corporation. Black, 35 


IC No. 47. 


Keal estate venture was not abandoned; 

no loss allowed. The taxpayer was ap- 

proached by parties who wanted him 

to invest money for the construction of 
hotel at 

Nevada. He was asked to advance money 


a new luxury Las Vegas, 
for the exercise of an option to pur- 
chase the property selected for the hotel 
stock in 


a corporation organized to construct the 


site and, in return, receive 


hotel. He acquired title to the property 
1946. 


After several suits were filed against him, 


and commenced construction in 


e ceased construction, and 


I after dis- 
missal of the suits in his favor, the tax- 
told that further 
to 
doned in the spring of 1950. The minor- 


payel his contractor 


construction would have be aban- 


ity shareholders in the corporation then 
filed suit against him, alleging fraud 


and 


mismanagement, which suit was 
pending on December 31, 1950. The 


lax Court upheld the Commissioner's 
disallowance of a claimed abandonment 
loss in the year 1950. This court affirms, 
holding that factual determinations by 
the Tax Court will not be disturbed on 
appeal unless they are clearly erroneous. 
Burke, CA-9, 10/31/60. 


Classification of clay determined. The 
trial court determined the classification 
of taxpayer’s product for depletion by 
reference to its scientific characteristics. 
Chis court remands for a determination 
in accordance with commercial usage. It 





also remands for a determination that 
the first commercially marketable prod- 
ucts are the burnt clay products as they 
are sold to the customers in accordance 
with the Supreme Court’s decision in 
Cannelton (364 U.S. 76). Pacific Clay 
Products, CA-9, 11/29/60. 


Deduction for obsolescence of designs 
allowed. Decedent had been in the busi- 
ness of preparing blueprints and ma- 
erials specifications for homes and had 
developed a substantial business, adver- 
tising and selling his plans. At his death 
an estate tax valuation of 125 original 
master plans was made and used as the 
basis for subsequent depreciation or 
This the 
Tax Court's holding that the aggregate 


obsolescence. court affirmed 
basis may be allocated among the plans 
by different methods. The court also ac- 
cepted the Commissioner’s allowance of 
an obsolescence deduction for only 14 
of a claimed 18 additional plans elimi- 
nated from the advertising by the estate. 
On remand, the taxpayer attempted to 
use accelerated depreciation in the Rule 
50 computation. The Tax Court held 
this would be raising a new issue, but 
this court holds this computation would 
remand. 
17/60. 


be permitted -by its original 
Johnson Estate, CA, 11 


No depletion in year of loss; basis had 
been recovered. Taxpayer claimed per- 
centage depletion in a year in which it 
had a net loss from operations. The 
Tax Court disallowed the deduction be- 
cause the Code limits percentage deple- 
tion in a given year to 50% of taxable 
income before depletion. In computing 
gross income, the taxpayer included the 
portion of the sales price that covered 
transportation costs, since it contended 
that transportation was necessary to pro- 
duce the first commercially marketable 
product. Relying on the recent Supreme 
Court decision in Cannelton, this court 
affirms the disallowance of depletion 
on income from operation after mining 
had ceased. Winnsboro Granite Corp., 


CA-4, 10/13/60. 


Leasehold improvements depreciated 
over longer useful life. Taxpayer con- 
structed for $100,000 a warehouse and 
switch track on a leased site. Lessor and 
taxpayer were not related. The remain- 
ing term of the lease was five years; the 
warehouse, when completed, had a use- 
ful life of 28 years. The Commissioner 
determined that there was a reasonable 
certainty that occupancy of the leased 
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premises and improvements by tax- 
payer would be extended for an_ in- 
definite period beyond the stated period 
of the contended that the 
warehouse was to be depreciated over its 
useful life rather than the shorter lease 
period. As the taxpayer failed to offer 
any proof of error in the Commissioner's 


lease and 


determination (having produced no wit- 
nesses to testify that the lessor gave no 
assurances of a renewal of the lease), the 
court holds for the Commissioner. Nor- 
vell-Wilder, TCM 1960-262. 


Operating loss allowed on confiscated 
Hungarian rental property. 
while a 


Taxpayer, 
Hun- 
gary, acquired by inheritance an interest 
in 


national and resident of 


an in a 


business section of Budapest. After tax- 


apartment house located 
payer and her family left Hungary, her 
interest was managed by an agent. In 
1952 


fiscated without compensation by the 


February the property was con- 


Hungarian Government under its na- 
tionalization decree. Taxpayer is held to 


have sustained a loss arising out of a 


trade or business and is permitted a 
1953. 


Taxpayer's husband, however, is denied 


net operating loss carryover to 


a similar net operating loss deduction 
in 1953 with respect to the confiscation 
of an unimproved idle lot originally 
owned by him in Budapest; he failed to 
that the of 
owning and operating or buying and 


prove he was in business 


selling real estate. The lot in question 


was idle and was not put to any use 


except for the casual renting of it for 
one year. Daniel, TCM 1960-274. 


Bad debt reserve increased for antici- 
pated uncollectible. [Acquiescence| Tax- 
payer was engaged in the watch business 


and used the reserve method for bad 


debt accounting. In 1947 one of its large 


ADVERTISEMENT 





WANTED: CPA EXPERIENCED IN TAX WORK 


firm of Certified Public Ac- 
countants in Chicago has an excellent 


Prominent 
opening in its Tax Department for a 
qualified CPA with mature experience 
in the preparation and review of re- 
turns, protests and briefs, participation 
in conferences and appellate practice, 
etc., etc. This is a career opportunity 
with commensurate compensation and 
could lead to partnership. Write fully, 
giving of training, 
salary expected, and enclose a recent 


details education, 


photograph. Our organization is aware 
of this invitation. Box 528. 
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accounts was doubtful of collection and 


taxpayer added to its reserve (and 
charged bad debt expense) 50% of the 
expected default. However, collection in 
full was subsequently made, and _ tax- 
payer credited the recovery to its re- 
serve. Thus, it claimed a deduction for 
the expected loss, but the collection 
merely increases the reserve. The court 
holds that the taxpayer’s treatment was 
correct when it charged off one-half of 
1947, the 


point was inadequate. 


its anticipation loss in since 
reserve at that 
The treatment 
covery is in accord with the Regulation. 
Gsell & Co., R., Inc., 34 TC 41, acq., 


IRB 1960-50. 


of the subsequent re- 


Addition 
unreasonable. A corporation engaged in 


to bad debt reserve deemed 


financing the purchase of autos claimed 
an addition to its bad debt reserve of 
1%, of its outstanding loans. The Com- 
missioner made a partial disallowance, 
which was upheld on the grounds that 
the loans involved were all of short dura- 
tion, were adequately secured, and were 
placed without much risk of loss. Fur- 
thermore, taxpayer’s bad debt exper- 
ience revealed that its losses averaged 
10ths of 1% 


only about 2 >. Taxpayer's 
reliance upon certain business statistics 
as a basis for the reserve additions was 
not justified because it failed to show 
any relationship between the companies 
alluded to in the statistics and its own 
Investment ¢& 


Mortgage Co., CA-3, 12/16/60. 


business. Hammonton 


bad 
loss on-a loan is held not to 


Loss from advances nonbusiness 
debts. A 
be a business bad debt. Taxpayer’s pro- 
and 


motional lending activities were 


not so extensive and continuous as to 
constitute a trade or business. His pro- 
to be 


sporadic and squeezed into his regulai 


motional activities were found 


business routine. Furthermore, the fact 
that taxpayer was put on the debtor's 
payroll as an employee at the time of 
the loan did not of itself insure full de- 
ductibility of the loss as proximately re- 
lated to his trade or business as an em- 
ployee. Otherwise, any creditor could 
obtain a business bad debt deduction by 
simply putting himself on the debtor's 


payroll. Fitch, TCM 1960-268. 


Liquidation of subsidiary controlled by 
bad debt provisions. ‘Taxpayer, a parent 
corporation, liquidated a subsidiary that 
was heavily indebted to it. Although the 
transaction was referred to in the resolu- 


March 1961 


tions of the two corporations as a pur- 
chase and sale of the subsidiary’s assets, 
the court holds the substance of the 
transaction was a recoupment by the 
parent, to the extent possible, of its 
debt. Such being the case, the only de- 
duction provision of the statute that 
applied to the transaction was that re- 
lating to bad debts. The parent could 
not, therefore, claim loss deductions for 
write-offs and worthlessness of assets 
“purchased.” Virtue Bros. Manufactur- 
ing Co., TCM 1960-256. 


CPA denied business bad debt for ad- 
vances to family corporation. A CPA 
who financed a corporation in which he 
was a Salaried officer and his son a con- 
trolling stockholder is denied a business 
bad debt deduction whén the loans to 
the corporation became worthless. AI- 
though he contended that he financed 
the corporation because it would some- 
how help his accountancy business, the 
court finds that possibility too remote to 
permit a finding that the loans bore a 
proximate relationship to his account- 
ing practice. Milgroom, TCM 1960-285. 


CAPITAL GAINS 


Jury finds that taxpayer held real estate 
for investment purposes. In this case, 
the court instructed the jury that the 
law permits a taxpayer to hold a por- 
tion of his property for investment, if 
he so wishes, and a different portion of 
it for sale to customers. The jury was 
further instructed that the determining 
factor is the purpose for which the tax- 
payer bought and sold the property. 
Under these instructions and upon the 
evidence, the jury returned a verdict 
that the six parcels of real-estate were 
held by the taxpayer for investment pur- 
poses, even though the taxpayer was en- 
gaged in the real estate business. Rosseli, 
DC Fila., 10/7/60. 


Discount on bonds taxable as long-term 
capital gain. (Old law) In 1952, the 
taxpayers paid $300,000 for second mort- 
gage bonds in the face amount of $404,- 
850. They held the bonds until they ma- 
tured and were retired at various times 
from 1953 through 1957. Relying on 
Morgan (272 F.2d 963), decided by the 
Sixth Circuit in 1959, the Government 
contended that the difference between 
the purchase price and the maturity 
value constituted compensation for the 
use of the taxpayers’ money, the differ- 


ence, therefore, being taxable as inter- 


est. The taxpayers, relying on Caulkins 
(144 F.2d 482), decided by the Sixth 
Circuit in 1944, argued that they were 
entitled to treat the amounts they re- 
ceived in retirement bonds as 
amounts received in exchange therefor 
under Sections 177(f) and 1232(a) of the 
Codes of 1939 and 1954 and, according- 
ly, that the gain was taxable as a long- 
term capital gain. This court adopts 
the holding in that the 
amounts received from the bonds con- 


of the 


Caulkins 


stituted amounts received upon retire- 
ment and taxable as long-term capital 
gain. [If the bonds had been issued after 
December 31, 1954, the taxpayers would 
have realized the gain at ordinary in- 
come tax rates, since Section 1232(a) (2) 
of the 1954 Code includes a provision 
relating to original issue discount bonds 
issued after December 31, 1954.—Ed.] 
Wood, DC La., 11/15/60. 


Not sale of patent since substantial 
rights were retained. Taxpayer made an 
exclusive license of a patented tool de- 
vice, giving the licensee the right to 
make and lease the device throughout 
the U. S. and Canada. 
tained the right to sell the device in the 
U. S. 
that this was not a substantial right and 


Taxpayer re- 


and Canada, but he maintained 
that the substance of the transaction was 
a sale of the patent, resulting in capital 
The court 
shows that taxpayer did in fact realize 


gain. disagrees. Evidence 
substantial income from such sales. He 
retained substantial rights in the patent, 
and the royalty constituted ordinary in- 
come. Kirby, DC Tex., 12/12/60. 


Difference between face value and mar- 
ket value of receivable is ordinary in- 
come. Taxpayers sold a pharmacy and in 
part 
ceivable with a face value in excess of 


payment received a contract re- 
its fair market value. The contract was 
included at market value in computing 
the gain on the sale. The court holds 
that taxpayers must report as ordinary 
income that portion of collections in each 
year which the difference between the 
fair and the face value 
bears to the face. Tombari, 35 TC No. 
$2. 


market value 


Bank has ordinary income on sales of 
VA and FHA mortgages. The IRS rules 
that taxpayer-bank held mortgage loans, 
insured by the FHA or the VA, for sale 
in the ordinary course of its business 
and that gains on the sales are ordin- 
ary income. The bank had, for over 10 
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years, followed the practice of selling to 
other financial institutions about 50% 
of the mortgage loans it made. The sales 
were made to obtain funds to make new 


loans. Rev. Rul. 60-346. 


Insurance agent has capital gain on 
sale of expirations. Taxpayer was em- 
ployed as an insurance agent under a 
contract that provided that he owned 
all expirations from insurance written 
by him. Expirations are records of polli- 
cies previously sold showing expiration 
date, type of insurance, coverage, and 
other data concerning the agent’s clien- 
tele that facilitate the sale of renewals. 
In 1956, taxpayer sold the expirations 
to his employer for $10,000. The Com- 
missioner argued that this was considera- 
tion paid for past services and, accord- 
ingly, should be taxed as ordinary in- 
come. The Tax Court disagrees and 
rules that taxpayer has capital gain. 
Whether they are to be regarded as 
trade secrets, confidences, customer lists, 
good will, or intangibles in the nature 
of good will, the court asserts that the 
expirations are capital assets. Aitken, 35 
TC No. 29. 


Transfer was sale of rights acquired by 
option, not an assignment of the op- 
tion. Sale of rights in certain inventions 
and patent application are held to re- 
sult in short-term capital gain rather 
than long-term gain, on the ground 
that the rights were acquired less than 
six months before the sale. Taxpayer 
had contended that there was no sale 
but merely on assignment of an option 
acquired two years previously. On the 
facts the court finds, however, that in 
exercised the 
option and actually acquired the rights 
within six months prior to their trans- 
fer. Chemetron Corp., TCM 1960-269. 


substance taxpayer had 


Sale of “stock” was a sale of inventory 
resulting in ordinary income. A partner- 
ship that dealt in whiskey acquired a 
large inventory during the period of 
OPA controls. It anticipated a rise in 
prices after removal of controls and 
authorized a whiskey broker to nego- 
tiate the sale of the partnership in- 
terests rather than the whiskey so as 
to be able to obtain capital gains treat- 
ment of the anticipated gain. A buyer 
was found in July 1947. At the end 
of that month the partners formed a 
new corporation and exchanged the 
whiskey inventory for the latter’s stock. 
Two months later the same buyer ar- 


ranged to have two of his controlled 
corporations buy the stock of the new 
corporation. On these facts the Tax 
Court held that the partnership effec- 
tively sold inventory rather than stock 
and, therefore, realized ordinary income 
from the sale. It found that the new 
corporation was intended to be, and in 
fact no more than a_ structure 
through which the partnership trans- 
ferred its inventory of whiskey to the 
buyer and was, therefore, a subterfuge. 
The Sixth Circuit afirmed Tax 
Court decision, since it was supported 
by substantial evidence and was not 
clearly erroneous. Willett, 
12/5/60. 


was, 


the 


cert. den., 


Acceptance of bid starts holding period 
of timber rights. Taxpayer disposed of 
timber in a contract under which he 
was to get a percentage of the pur- 
chaser’s proceeds from sales of the tim- 
ber. This disposition gave taxpayer an 
the timber that 
entitled him to capital gain treatment 


economic interest in 
under Section 631, provided that he had 
a six-month holding period. The court 
that the holding period began 
when the Federal Government accepted 


finds 


taxpayer's bid for the timber. This com- 
pleted the contract under local law, 
even though the contract was not form- 
ally executed. Thus, the taxpayer had 
a six-month holding period. Giustina, 
DC Ore., 12/21/60. 


*Royalties received in exchange for 
stock were ordinary income. Taxpayer 
surrendered all of his shares in a corpo- 
ration (26% of the total outstanding) in 
return for an assignment of 26% of cer- 
tain royalty rights owned by the corpo- 
ration. Taxpayer sought capital gain 
treatment for royalties received by him 
in later years on the theory that the 
transaction was an exchange of a Capi- 
tal asset (stock) for an asset that did not 
market value. 
Therefore, argued taxpayer, under Bur- 
net (283 U.S. 404) and Carter (170 F.2d 
911) the transaction remained open and 


have an_ ascertainable 


the later royalty payments were pro- 
ceeds of the sale of a capital asset. Al- 
though the Tax Court found that there 
was an exchange of capital assets, it re- 
fused to concede that the royalty rights 
had no ascertainable value. Consequent- 


ly, the transaction was a closed one then. 
Since taxpayer did not show that he had 
basis remaining, the royalties received 
by taxpayer were ordinary income. Also, 
a later settlement and reinstatement of 
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royalty rights did not constitute a sale 
or exchange that would give rise to 
capital gain. This court affirms. Cham- 
berlin, CA-7, 11/30/60. 


Proceeds from sales of slot machines 
ordinary income. Gain from the sales 
of slot machines is denied capital gain 
treatment. The machines had been ad- 
vertised for trade 
journals, and taxpayer had made large 
purchases of the slot machines for the 
admitted purpose of rebuilding and sell- 


ing them. Jones, TCM 1960-282. 


sale in various 


Cattle held for sale, not breeding. Tax- 
payer that his farm op- 
erated primarily for dairy purposes and 
that the cattle were used for milk pro- 
duction and breeding. But the jury finds 
the cattle held the 
ordinary course of business and that 
ordinary income was realized on the 
sale. Gotfredson, DC Mich., 11/29/60. 


claimed was 


were for sale in 


DEDUCTIBILITY 


Leaseback of equipment was sham. 'Tax- 
payer was an engineer engaged in oil 
exploration. He sold some of his equip- 
ment to his mother and immediately 
leased it back. The rental paid under 
the enable his 
mother to make the payments on the 
purchase price of the equipment and 


lease was sufficient to 


left a small surplus. Payments were 
made into a bank account in _ his 
mother’s name, but taxpayer was au- 


thorized to make withdrawals. At var- 
ious times he purchased new equipment 
from this account and leased it under 
the agreement. From all the evidence, 
the court the 
sham. The rental deductions are 


allowed. Unger, DC Tex., 11/14/60. 


finds leaseback was a 


dis- 


Can deduct fee to accountant for pre- 
paring claim against former officer. [Ac- 
quiescence] Taxpayer paid fees to an 
accounting firm for preparing a claim 
against the estate of a former officer- 
stockholder. ‘The decedent was indebted 
in a substantial and the ac- 
count covered a good many years. The 
court says that fees incurred in such a 
complex matter are an ordinary and 
necessary expense. Arc Realty Co., 34 
TC No. 48, acq., IRB 1960-48. 


amount, 


Legal expenses of protecting bond in- 
vestments were to acquire stock on re- 
organization. Taxpayer invested $2,500,- 
000 in bonds of a railway petitioning for 
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reorganization under the Bankruptcy 
Act. Over a four-year period, taxpayer 
spent about $150,000 in legal fees in 
seeking revision of the terms of the re- 
organization and opposing merger with 
another The district 
allowed the deduction as ordinary and 


railway. court 
necessary expenses incurred in the tax- 
payer’s business. This court reverses. 
The legal fees were incurred to acquire 
the equity interest in the railway. The 
expenses costs of the 
stock. The investment in the bonds and 


were additional 
the prosecution of the reorganization 
plan were steps in a single plan to 
acquire control of the stock. St. Joe 
Paper Co., CA-5, 12/12/60. 


Mortgage note payments not deductible. 
“Mortgage note payments” found to be 
payments 


on the principal of mort- 


gage notes are held not deductible in 
determining the net rental income from 
property. Habershaw, TCM 1960-261. 


Report expense allowances in employer's 
fiscal year only. In reporting expense 
allowances on an employer’s return, 
items are to be included only if they 
are deductible in computing the em- 
ployer’s income for that year. Thus, ad- 
vances for 1961 expense should not be 
shown on the employer’s 1960 return. 


PIR-265. 


Pre-1954 interest paid on annuity loan 
note not deductible. The Commissioner’s 
disallowance of a deduction for interest 
paid prior to 1954 on money borrowed 
for partial payment of the premium on 
a single premium annuity contract is 
sustained on the basis of the Supreme 
Knetsch. The 
tion has not changed by the fact that 


Court decision in situa- 
taxpayer in purchasing the annuity con- 
tract relied on a private letter ruling to 
another taxpayer, which held the inter- 
est deductible, since that ruling was not 
directed to taxpayer and was, in fact, 
subsequently revoked retroactively. Ben- 
nett, TCM 1960-253. 


Self-insurance trust payments not de- 
ductible. Under the lease of its plant, 
taxpayer was obligated to maintain the 
premises in good condition. Since it was 
flood insurance from 


unable to obtain 


regular insurance companies, it estab- 
lished a trust fund and made regular 
contributions to the fund to be held as 
insurance against flood damage. Three 
of its executives were trustees. Payments 
into the trust are held not deductible. 


March 1961 


The trust was merely a reserve or segre- 
gation of assets against a contingent 
liability. Consumers Oil Corp., DCN. J., 
11/23/60. 


Allocation between principal and in- 
terest directed. Taxpayer corporation 
“rented” a parcel of real estate for 68 
years, with an option to purchase the 
land at the end of the lease for $10. 
This court had previously held that the 
payments under the “lease” were part 
of the purchase price, not rent, and that 
at least part of the purchase payments 
were for interest. On remand, the Tax 
Court failed to make the allocation be- 
tween principal and interest. This court 
again remands, requiring computation 
of interest at a 12% rate. Wilshire Hold- 


/O 


ing Corp., CA-9, 12/8/60. 
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Ordinary deduction for timber sales ex- 
penses. In carrying on his timber busi- 
ness, taxpayer incurred expenses for 
salaries, automobiles, etc. The Commis- 
sioner allocated a portion of these ex- 
penses to selling cost and offset these 
against the capital gain realized on dis- 
posal of timber under Section 611. The 
court allows the expenses as ordinary 
deductions. Although the sale of timber 
gets special capital gain treatment, the 
expenses were not capital in nature. The 
court also determines the allocation of 
cost of acquired timber for depletion. 
Drey, DC Mo., 11/18/60. 


How to match long and short sales 
when law changed. Beginning in August 
of 1950, the taxpayer purchased 1,500 
May wheat of 
which cntitled its purchaser to have 
1,000 bushels of wheat delivered to him 
during the month of May 1952. Of these 
1,500 485 were purchased 
after September 23, 1950, the day the 
tax law was changed. All of the contracts 
held more than six months and 
were closed out at substantial gains be- 
ginning in February 1951. 
taxpayer also made 1,615 
May wheat beginning in 
365 these sales were consummated 
after September 23, 1950. All of these 
were 


futures contract, each 


contracts, 


were 


However, the 
short sales of 
August 1950; 
of 


out at losses at various 
dates between December 16, 1950, and 
March 16, 1961. On September 23, 1950, 
the Internal Revenue Code was amend- 
ed to provide that, if a taxpayer pur- 
chases an item of property and if, be- 
fore he has owned it for six months, he 


closed 


makes a short sale of a substantially 
identical item of property, then he can- 
not establish a six-month long-term 
capital gain holding period on the pur- 


chased item until he has closed out the 


short sale, at which time his holding 
period begins anew. The Commissioner 
argued that the first short sale consum- 
mated after the enactment of the statute 
should be applied against the first con- 
tract purchased by the taxpayer in 
August 1950, and the second short sale 
consummated against the second con- 
tract purchased, and so on, until each of 
the 365 short sales consummated after 
September 23, 1950, were matched 
against each of the first 365 contracts 
purchased by the..taxpayer, regardless of 
the fact that such contracts were pur- 
chased and the holding periods com- 
menced before the effective date of the 
amendment. The taxpayer argued that 
the first short sale should be matched 
against the first contract purchased and 
continue with a matching 
until the 1,251st short sale (the first one 
after the effective date of the statute) 
was matched against the 1,25lst con- 
tract purchased. Or, in the alternative, 
taxpayer argued that all transactions 
occurring before September 23, 1950, 
should be ignored, and the first short 
sale thereafter would be matched against 


successive 


the first contract purchased thereafter, 
and successive matching in the order of 
acquisition until all 365 short sales made 
after September 23 were accounted for. 
This court adopts the alternative con- 
tention of the 
sistent with the language of the statute. 
since any other interpretation would 
give a retroactive effect to the enact- 
ment of the statute. Constantine, DC 
Tex., 10/24/60. 


taxpayer aS most con- 


Crop was delivered for sale, not sold. 
In December delivered 
crop to a cooperative. On January 2 
the cooperative paid him an “advance” 
on the value of the crop. The Com- 
missioner contended the crop had been 
sold in December and that the January 
payment 


taxpayer his 


had been constructively re- 
ceived in December. But a jury finds 
for taxpayer that the delivery to the 
cooperative was not a sale. Oliver, DC 
Ark., 10/25/60. 


IRS to apply Cannelton in all mining 
cases. In Cannelton Sewer Pipe Co. the 
Supreme Court held, on June 7, 1960, 
that sales in the taxpayer’s area showed 
that raw fire clay and shale were the 
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first commercially marketable product 
of an integrated miner-manufacturer of 
clay pipe. Percentage depletion is, there- 
fore, to be computed on the value of 
the product at that point. The IRS will 
apply this test to all minerals and will 
modify any outstanding rulings incon- 
sistent with it. Rev. Ru/. 60-320. 


Contract termination claim accrued 
when the rate was settled. During tax- 
payer’s fiscal year ending September 30, 
1945, the Navy terminated a contract on 
which taxpayer had done part of the 
work. Before the end of the fiscal year 
the Navy settlement officer agreed with 
taxpayer on the percentage rates to be 
applied to inventory of materials and 
work in process on the contract. The 
amounts of cost and overhead were de- 
final settlement was 
reached in 1946. With one dissent, this 
court affirms the Commissioner’s deter- 


termined, and 


mination that the profit on the con- 
tract was realized in 1945. Having settled 
the rate, the computation of the amount 
to be accrued depended on accounting 
data available in taxpayer’s records. The 
amount was ascertainable before the end 
of taxpayer's 1945 fiscal year. Food Ma- 
chinery and Chemical Corp., Ct. Cls., 
12/1/60. 


Needn’t accrue interest from hopelessly 
insolvent debtor. [Acquiescence] Tax- 
payer, a railroad corporation, owned 
over 90% of the stock of a subsidiary. 
In 1929 it lent the subsidiary over $45 
million evidenced by interest bonds. 
Both corporations were on the accrual 
basis. For the period 1930 to 1935 tax- 
payer had accrued interest due from the 
subsidiary, but after 1935 it made no 
further accruals, as the subsidiary was 
hopelessly insolvent. In 1942 and 1943, 
due to abnormal war earnings, the sub- 
sidiary paid taxpayer interest for the 
years through 1938. The Commissioner 
contended that, during 1942 and 1943, 
taxpayer should have accrued interest 
for those years due it from the sub- 
sidiary. The Tax Court held that the 
collections in 1942 and 1943 were prop- 
erly applied to bond interest due up to 
1938. Since there was no reasonable ex- 
pectancy that taxpayer would be paid 
the 1942 and 


1943 within a reasonable time thereafter 


any of interest due for 
(the subsidiary was not only insolvent 
then but still owed taxpayer over $25 
million of past due interest), taxpayer 
was not required to accrue any of the 
current interest. Chicago & North West- 








ern Ry. Co., 29 TC 989, acq., IRB 1960- 
52. 


Income forecast method may be used to 
depreciate TV films. In order to prevent 
distortion of income, depreciation of 
TV film must follow the flow of in- 
come not the mere passage of time. The 
cost recovery method (reporting no in- 
come until costs are recovered) is un- 
satisfactory and unacceptable. However, 
the income forecast method may be 
used. Under this method total expected 
income (including foreign income) is 
estimated and the costs written off as 
the income is received. The IRS says 
that this method may be used for similar 
property. Rev. Rul. 60-358. 


Property received in installment sale 
valued at market. Taxpayer sold a 
pharmacy and reported the gain on the 
installment basis. The selling price, as 
stated in the contract of sale, was $300,- 
000. Part of the consideration paid by 
the buyer was a contract assigned to the 
seller; the contract had, both parties 
concede, a fair market value of only 
$50,000. Its face amount was $76,000. 
Taxpayer in his computation of sell- 
ing price treated the contract at its full 
face value of $76,000. The Commissioner 
contended that this contract must be in- 
cluded in selling price at its fair market 
value. If the contract were included at 
its fair market value, the total selling 
price would be only $274,000, and since 
taxpayer received payments exceeding 
30% of $274,000 (although not exceed- 
ing 30% of $300,000), taxpayer would 
not be within Section 44(b) of the 1939 
Code, which authorized the installment 
basis only if the initial payment did not 
exceed 30%, of the selling price. Tax- 
payer did, however, include the contract 
at fair value only in computing the 
initial payment. The court agrees with 
the Commissioner, saying that property 
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received in the transaction cannot be 
treated at its fair market value in com- 
puting the initial payment and at its. 
face value in computing the selling 
price. In both computations fair market 
value must be used. Consequently, the 
taxpayer did not qualify to use the in- 
stallment method. Tombari, 35 TC No. 
32. 


Short-year taxpayer must allocate rent 
income and property taxes. [Old law] 
Taxpayer corporation owned a_ build- 
ing that it rented to a sister corporation. 
On January 19, 1953, the common 
parent liquidated taxpayer (a calendar- 
year corporation) and transferred all its. 
assets to the sister. On its return for the 
19 days of 1953 taxpayer included all 
the January rental and de- 
ducted $153,000, which was accrued to 
cover property taxes that were assessed 
just prior to the liquidation. Stating 
merely that taxpayer's short-period re- 
turn did not truly reflect its income, 
the Tax Court upheld the Commis- 
sioner’s inclusion of only 18/31 of the 
January rental income and his limita- 
tion of property taxes to 18/365 of the 
assessment. The Fifth Circuit 
affirmed. Under the 1939 Code it had 
been held in Supplee (316 U.S. 394) that 
only the taxpayer owning the property 
on the lien date was entitled to deduct 
the tax. 


income 


actual 


However, the court held, this 
principle is subject to the power of the 
Commissioner under Section 45 to allo- 
cate deductions, as was done here. The 
court noted that this was contrary to 
the holding of the Sixth Circuit in 
Murphy (231 F.2d 639). One judge dis- 
sented on the ground that Supplee con- 
trols. [Under the 1954 Code purchaser 
and seller of real estate are permitted 
to divide the real estate tax for the year 
of sale between the two of them.—Ed.} 
Tennessee Life Insurance Co., cert. den., 
12/5/60. 



















450 SEVENTH AVE. 








ACCOUNTS RECEIVABLE 


NON-NOTIFICATION 
SERVICE FACTORS CO. 


NEW YORK, N. Y. 


Morton Jolles 


LOANS 
LOWEST RATES 


Fer wing 
Your Clients 


25 Years 
LA, 4 -766 1 











172 * The Journal of Taxation 


March 1961 


& g 


ED BY WILLIAM K. STEVENS, LL.B. 





Wills drafted for administrative 


flexibility bring income tax savings 


by WILLIAM K. STEVENS 


That planning can save estate taxes is widely known, even among laymen, but 


that sizable savings in income taxes can be effected by forethought when the estate 


is planned and the will drafted is less obvious. In this article, your editor points 


out the areas in which awareness of the possibility of changes in the law (and in 


economic and family conditions) can prevent unnecessary taxes and discusses ways 


of handling special types of assets, including deferred compensation, stock options, 


and other rights that are given special tax treatment. 


A THE OUTSET it should be noted that 
income tax saving in an estate ar- 
rangement is not achieved by purely 
mechanical devices. Income tends to 
vary from year to year, and the income 
tax status of the beneficiary also varies. 
The real key to income tax savings is 
intelligent administration, but it is of 
the utmost importance to create ap- 
propriate tax entities and to provide for 
sufficient flexibility so that the income 
received each year may be handled in 
a manner that will result in the maxi- 
mum benefits. 

Concepts such as distributable net in- 
come, amounts properly paid or re- 
quired to be distributed, the distribu- 
tions deduction, a gift or bequest of a 
specific sum of money or of specific 
property, and unused loss carry-overs 
and excess deductions on termination 
now play an important part in deter- 
mining the income tax consequences 
of distributions made from estates and 
trusts. If the will and trust are carefully 
formulated with these concepts in mind 
and if the executor and trustee are 
given sufficient administrative powers 
and discretionary authority, a good deal 
may be accomplished in the income 


tax area. 
Basic concepts 

A distribution to a beneficiary is a 
taxable event. There is no double tax 
on estate or trust income, for a distri- 


butions deduction is available to the 
executor or trustee, which, in effect, 
shifts the incidence of tax from the 
estate or trust to the beneficiaries as 
distributions are made. 

The concept of distributable net in- 
come is important because it determines 
the uppermost limit on amounts tax- 
able to the individual beneficiaries of 
an estate or trust. It also determines the 
income tax characteristics of distribu- 
tions and preserves the identity of the 
various types of income as they flow 
through the estate or trust to the bene- 
ficiary. If the income of an estate in- 
cludes dividends, interest on municipals, 
and income in respect of a decedent, for 
example, distributable net income will 
be considered to consist of the same 
types of income, and the beneficiary re- 
ceiving a distribution will ordinarily 
be treated as receiving a pro-rata share 
of each. He is entitled to the dividend 
exclusion and credit. He may exclude 
the interest on the tax-free municipals 
and he may take a deduction for part 
of the estate tax paid on the income 
in respect of the decedent. 

An estate or trust is allowed a de- 
duction for (and beneficiaries are re- 
quired to include in gross income): 
(1) the net income of the estate required 
by the terms of the will to be dis- 
tributed currently to the beneficiaries, 
and (2) all other amounts properly paid 
or distributed to the beneficiaries up to, 


but not in excess of, the estate’s distri- 
butable net income for the taxable year. 
The general rule is that a distribution 
from an estate or trust is to be treated 
as a distribution of current estate or 
trust income to the extent that there is 
distributable net income of the estate 
or trust and only to that extent. This 
rule applies to distributions from an 
estate to a trust and from one trust to 
another trust as well as from an estate 
or trust to an individual beneficiary. 
The principle involved is similar to 
that applied in determining whether a 
dividend has been paid by a corpora- 
tion; a distribution by a corporation to 
a stockholder is normally deemed to be 
made out of the earnings and profits of 
the corporation but only to the extent 
there are earnings and profits. Sections 
661-663 similarly require a distribution 
made to a beneficiary of an estate or 
trust to be treated as a distribution out 
of the estate or trust’s net income for 
the current taxable year to the extent 
there is distributable net income of the 
estate or trust. 

If a trust instrument provides that all 
of the income is to be accumulated and 
added to corpus and if a distribution of 
corpus is made to a beneficiary, the 
beneficiary will be treated as receiving 
income, and it does not matter whether 
the distribution is made in cash or in 
securities. Assume that a testamentary 
trust holds the stock of a family corpo- 
ration, that the stock has an extremely 
low basis and that the will provides that 
income or corpus may be accumulated 
or distributed in the discretion of the 
trustee. Also assume that in 1961 the 
trustee accumulates the dividends from 
the stock and adds them to corpus but 
distributes 10 shares of stock to the 
beneficiary; that the basis for the stock 
is $10 share, the market value of 
stock is $1,000 a share and the dis- 
tributable net income is $12,000. The 
value of the stock distributed to the 
beneficiary in 1961 would be $10,000, 
and he would include $10,000 in his re- 
turn but would acquire a new basis for 
the stock. 

Section 1.661(a)-2 of the Regulations 
provides that to the extent that the fair 
market value of property is included in 
the gross income of the beneficiary, the 
basis of the property in the hands of 
the beneficiary is the fair market value. 
Although the beneficiary includes the 
value of the 10 shares of stock in his 


income tax return, he acquires a new 
basis. Compare this result with what 
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would have happened if the trustee had 
distributed $10,000 to the beneficiary 
and then the beneficiary had purchased 
10 shares from the trust. If there 
had been a purchase, the trustee would 
have had to pay a capital gains tax 
based on the difference between $10 
a share and $1,000 a share, and yet the 
beneficiary would have still had to pay 
a tax on $10,000 of dividend income. 
To the extent that the fair market value 
of property is included in the gross in- 
come of a beneficiary the basis of such 
property is the fair market value. 

rhe general rule that estate and trust 
distributions are treated as distributions 
of income limited by the distributable 
net income of an estate or trust can re- 


the 


sult in serious inequities, for an advance 
distribution of the residue of an estate 
treated as a distribution of 
estate income, and this is true whether 
the distribution is one of tangible per- 


may be 


sonal effects, securities, or cash. There is 
a separate-share rule applicable to trusts, 
and if H.R. 9662 (86th Congress, 2nd 
Session (1960)) had been adopted, the 
separate-share rule would also have be- 
come applicable to estates; but under 
present law if the residue of an estate is 
and B and an ad- 
vance distribution is made to A but not 
to B during the year, the distribution 
to A, if large enough, may carry with it 
the entire distributable net income of 
the estate. 


distributable to A 


Distributions on termination 


In year of termination, capital gains 


are included in distributable net in- 
come, and unused loss carry-overs and 
to the 
beneficiaries succeeding to the property 
include 
both a net operating loss carry-over and 


excess deductions are available 


of the estate. Loss carry-overs 
a capital loss carry-over. Excess deduc- 
tions for the last taxable year of an 
estate or trust are available to the bene- 
ficiaries to the extent of their respective 
interests as beneficiaries succeeding to 
the property of the estate or trust. A 
distinction should be made between an 
estate distributable to individual bene- 
ficiaries and an estate distributable to a 
testamentary trust or poured over into 
The 
trust or the inter-vivos trust becomes, in 


an inter-vivos trust. testamentary 
effect, the beneficiary succeeding to the 
property of the estate, but unless the 
trust terminates during the year, the 
trust beneficiary cannot take advantage 
of the unused loss carry-overs or excess 
deductions. They may reduce the dis- 


tributable net income of the trust down 
as far as zero, but beyond that they 
would be lost except for the carry-overs, 
which may perhaps still be available in 
a succeeding year. 


Specific bequests 


The general rule that a distribution 
from an estate or trust to a beneficiary, 
whether of income or corpus, is to be 
treated as a distribution of current in- 
come to the extent that there is dis- 
tributable net income of the estate or 
trust is subject to a very important 
exception stated in Section 663(a)(1). 
Any amount that, under the terms of 
the will or trust agreement, is properly 
paid as a gift or bequest of a specific 
sum of money or of specific property and 
that, under the terms of the governing 
instrument, is paid or credited to the 
recipient either all at once or in not 
more than three installments, is not to 
be treated as a distribution of estate or 
trust income. A legacy of $5,000 to A 
is considered a specific bequest and 
qualifies for the exclusion, and similarly 
a bequest of 100 shares of the stock of 
a certain corporation qualifies for the 
exclusion. 

The present gift and bequest exclu- 
sion is very narrow in scope, and it is 
probable that it will be broadened some- 
what by Congress in the near future. 
H.R. 9662 would have extended the ex- 
clusion to cover all distributions of real 
estate and tangible personal property 
owned by the decedent at the time of 
his death, and H.R. 10951 (86th Con- 
gress, 2nd Session (1960)), which con- 
tained the American Bar 
proposal, would have excluded from 
taxable distributions those distributions 
from an estate of property other than 
cash owned by a decedent at the time of 


Association 


his death. 

Until the Section 663(a)(1) exclusion 
is broadened, it is probably well to in- 
clude specific bequests of personal prop- 
erty and cash in wills drafted today. The 
bequest of tangible personal property 
should be broad enough to include all 
of the household furniture and furnish- 
automobiles, musical 


ings, clothing, 


instruments, books, pictures, jewelry, 
watches, silverware, family stores, and 
all other 


personal use or ornament owned by 


articles of household or 


the testator, and if he owns an 
unusual item, such as a stamp collec- 
tion or a cabin cruiser, the language 
should be broad enough to include it. If 


the testator owns a farm, make sure a 
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devise of the farm includes farm ma- 
chinery and equipment, livestock, poul- 
try, consumable stores and _ provisions, 
growing and gathered crops, and _ pro- 
duce located on the farm and used in 
connection with it. It would be very 
have the distribution of 
the farm tractor carry with it the at- 
tributes of a distribution of income. 


awkward to 


Constructive sales 


Bequests of cash are important but 
should not be used extensively if there 
is a significant danger that the estate 
will have insufficient cash to satisfy the 
bequests. The satisfaction of a pecuniary 
bequest with securities presents a con- 
structive sale problem. If the situation 
is one that calls for the distribution of 
certain shares of stock as soon as pos- 
sible for reasons of voting control or for 
other reasons, a bequest of such shares 
would also be desirable. Similarly, if 
shares of a family corporation are to be 
distributed to a beneficiary whose shares 
attributed to the estate under 
the attribution rules of Section 318, a 
bequest of such shares may be highly 
desirable, to avoid the treatment 
of the distribution of such shares as hav- 


will be 


first, 


ing the characteristics of a distribution 
of income and, second, to keep the 
shares owned by the beneficiary from 
being attributed to the estate under Sec- 
tion 318. Section 318 requires that in 
certain situations shares of stock owned 
by the beneficiaries of an estate are to 
be considered as owned by the estate 
itself. The Regulations provide, hew- 
ever, that “When a person ceases to be a 
beneficiary, stock owned by him shall 
not thereafter be considered owned by 
..” If the testator wishes to 
enlarge his son’s interest in a family 


the estate. . 


corporation by a bequest of shares, it 
would be possible for the executor to 
satisfy the bequest and then to sell the 
the stock the 
estate to the corporation without the 


balance of owned by 
attribution rules applying. 
Because of the constructive sale prob- 
lem cash bequests to be satisfied in kind 
should normally be avoided. The Regu- 
1.1014-4: 
if the trustee of a trust created 


lations Section 


“ 


provide in 


by will transfers to a beneficiary, in satis- 
faction of a specific bequest of $10,000, 
securities which had a fair market value 
of $9,000 on the date of the decedent's 
death and $10,000 on the date of 
the transfer, the trust realizes a taxable 
gain of $1,000 and the basis of the se- 
curities in the hands of the beneficiary 
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trusts field.| 





would be $10,000.” The same rule is 
applied to distributions by an executor 
to a legatee, and use of marketable 
stocks or other securities to satisfy a 
cash bequest would result in gain or 
loss with respect to each item distributed 
that had increased or decreased in value 
from Federal estate tax value. 

The same constructive sale problem 
exists with respect to the funding of a 
marital trust using a pecuniary formula. 
The Regulations cover the question of 
distributions made by an executor in 
satisfaction of a pecuniary-formula mari- 
tal bequest as follows: 

“. . if the executor of an estate trans- 
fers to a trust property worth $200,000 
which had a fair market value of $175,- 
000 on the date of the decedent’s death, 
in satisfaction of the decedent's bequest 
in trust for the benefit of his wife of 
cash or securities to be selected by the 
executor in an sufficient to 
the deduction to the 
maximum authorized by law 
(after 


amount 
utilize marital 
extent 
taking into consideration any 
other property qualified for the marital 
deduction), capital gain in the amount 
of $25,000 the 
estate and the basis of the property in 
the hands of the trustee would be $200,- 
000.” 


The use of a pecuniary-formula mari- 


would be realized by 


constructive 
sale problem if the bequest is to be satis- 


tal bequest results in a 
fied with assets valued at their fair mar- 
ket value on date of distribution. If a 
pecuniary-formula marital bequest is 
to be used, in most cases it is desirable 
to add a provision requiring that assets 
be valued at Federal estate tax values. 

Now consider the possible advantages 
of a bequest of property having special 
income tax characteristics. If a testator 
happens to own some Series E Savings 
Bonds, an installment sale contract, or 
if he and after his death his estate are 
entitled to payments under a deferred 
compensation contract, a bequest of the 
bonds, installment sale contract, or in- 
terest under the deferred compensation 
contract useful. If it appears 
that the estate will probably be in a 


may be 


high income-tax bracket and a particu- 
lar beneficiary in a very low bracket, a 
bequest to that beneficiary of an asset 
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having income-in-respect-of-a-decedent 
characteristics may be used to shift the 
tax on that income from the estate to 
the recipient of the bequest. 

Similarly, if a bequest is to be made 
to charity, it might be worth while to 
bequeath a particular asset having in- 
come-in-respect-of-a-decedent characteris- 
tics to the charity. For example, if an 
installment sale contract is worth $30,- 
000 at the time of death, that amount 
would be included in the decedent’s 
gross estate, but the estate would receive 
no stepped-up basis; each installment 
would be subject to income tax as it 
would have been in the hands of the 
decedent, the only difference being that 
the recipient would be entitled to a 
deduction for any estate tax attributable 
to each payment. If the testator wished 
to bequeath $30,000 to charity, why 
not have his will provide for a bequest 
of the installment contract to charity? 
A $30,000 charitable deduction would 
be made available, and the payments, 
when received by the charity, would be 
exempt from income tax. The same 
principal would apply to a bequest of 
Series E Bonds, rights under a de- 
ferred compensation contract, insurance 
renewal commissions, or any other asset 
that is given income-in-respect-of-a-de- 
cedent treatment. 

A specific bequest of a particular in- 
come-producing asset is a useful means 
for controlling the direction of the in- 
come from the asset and its tax effect. 
Because of the lapse of time between 
the the decedent’s death and 
the date of satisfaction of the bequest, 
it may be necessary to word the bequest 
in a way that will make it clear that 
the legatee is entitled to the income 
received from the particular asset prior 
to distribution. 


date of 


Allocation of income 

Sections 643(a), 643(b), 652(b), 661(b), 
and 662(b) all require allocation of dif- 
ferent classes of income of an estate or 
trust on a proportionate basis “in the 
the absence of the allocation of different 
classes of income under the specific terms 
of the governing instrument.” It is clear 
that a will or trust instrument may re- 
quire that certain types of income be 
allocated to beneficiaries and 
that such allocation may be made effect- 
ive for tax purposes. The Regulations 
provide as follows on this point: 

“In the absence of specific provisions 
in the governing instrument for the al- 
location of different classes of income, 


certain 


or unless local law requires such an 
allocation, the amount deductible for 
distributions to beneficiaries under sec- 
tion 661(a) is treated as consisting of the 
same proportion of each class of items 
entering into the computation of dis- 
tributable net income as the total of 
each class bears to the total distributable 
net income. For example, if a trust had 
distributable net income of $20,000, con- 
sisting of $10,000 each of taxable in- 
terest and royalties and distributes $10,- 
000 to beneficiary A, the deduction of 
$10,000 allowable under section 661(a) 
is deemed to consist of $5,000 each of 
taxable interest and royalties unless the 
trust instrument specifically provides for 
the distribution or accumulation of dif- 
ferent classes of income or unless local 
law requires such an allocation.” 


Similar language is to be found in the | ; 
}toa 


Regulations concerning the charitable 
deduction. In the absence of specific 
provisions in the governing instrument, 
a pro-rata share of each class of income 


must be attributed to the amount dis- | 
tributed to the charity. A trust instru- | 


ment may, however, direct that a cer- 
tain class of income be allocated to a 
particular beneficiary. Take the exam- 
ple mentioned above from the Regu- 
lations and modify it by assuming that, 
although the trustee distributes $10,000 
to A, there is a provision in the trust 
instrument to the effect that the royalty 
income shall be distributed to benefici- 
ary A before any interest income is 
allocated to beneficiary A. If the dis- 
tributable net income is $20,000 and it 
consists of $10,000 of royalty income 
and $10,000 of interest income, all of 
the royalty income and none of the 
interest income should be attributed to 
A, and he should be entitled to the de- 
pletion deduction attributable to all of 
such royalty income. 

If a testator owns $100,000 worth of 
tax-exempt municipals and $100,000 in 
taxable corporate bonds and his estate 
is to be left one-half to charity and one- 
half to a designated individual and if 
his will is silent on the question of the 
allocation of types of income, under the 
conduit theory one-half of the taxable 
income and one-half of the tax-exempt 
income would be allocated to each dis- 
tributee, the charity and the individual 
beneficiary, in a year when all the in- 
come is distributed. Why not provide 
in the will that all the taxable income 


be either accumulated and permanently 
set aside or distributed to charity and 
the tax-exempt income either accumu- 
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lated for or distributed to the individual 
beneficiary? The Regulations appear to 
indicate that such a direction would be 
effective for income tax purposes. 

If there are several trust beneficiaries, 
will or trust instrument could re- 
quire allocation of income so that the 
fully taxable income would be distrib- 
uted to beneficiary A and tax-exempt in- 
come distributed to beneficiary B, but 
it is doubtful if there are many situa- 
tions where such a provision would be 
wise. Although probably effective from 
a tax standpoint, mandatory allocation 
would not normally be desirable, since 
the amount going to A and B, respect- 
ively, would be significantly affected by 
changes in the investment policies of 
the trustee. From the standpoint of trust 
administration trust investment 
policies it would normally be preferable 
to allocate types of income by using a 
provision that first specifies the portion 
yr amount of trust income to be paid to 
each beneficiary and then specifies the 
manner in which types of income are to 
be allocated. The Internal Revenue 
Service may, however, take the position 
that 


the 


and 


allocation of income must have 
come tax benefit, and if so, such a pro- 
vision might be challenged even though 
ipparently expressly authorized by the 
language of the statute as an “alloca- 
tion of different classes of income under 
the specific terms of the governing in- 


strument.” 


The tier system 

Under present law there is a two-tier 
system that applies to trusts and estates. 
The first tier consists of amounts of 
income for the taxable year required to 
be distributed currently, and the second 


all 
Distributable 


tier consists of other amounts dis- 


tributed. net income is 
illocated to first-tier distributions, that 
is, to amounts of income required to be 
distributed currently, before it is allo- 
that 


is, to other amounts paid or distributed. 


cated to second-tier distributions, 


Expenses, whether charged to income or 
principal, reduce the amount of dis- 
tributable net income. Because of the 
way in which the tier system works, the 
deductible inures 


benefit of expenses 


first to second-tier beneficiaries before 
the 


first-tier beneficiaries. If the distributable 


affecting amount attributable to 
net income of a trust is $10,000 in a 
given year and A, a beneficiary to whom 
income is required to be distributed, is 
paid $10,000 out of income and B is 


paid $10,000 out of corpus in the discre- 
tion of the trustee, all of the distribu- 
table net income will be attributable to 
A and none to B. Consideration should 
be given to providing for mandatory 
payments of income to persons in low 
income-tax brackets and discretionary 
payments of income and/or corpus to 
persons in high income-tax brackets. If, 
for example, the testator’s wife is in a 
high bracket and his two daughters are 
in low brackets, a provision such as 
the following might well be appropriate: 

“From the net income of the trust 
estate the trustee shall each year pay 
to each of my daughters, Jane Doe and 
Barbara Doe, the sum of $5,000, and the 
trustee shall pay to my wife, Catherine 
of the balance of the 
net income and so much of the prin- 
cipal as the trustee in its sole discretion 
shall from time 
be to the best interests and welfare of 
my said wife. Any excess net income 
shall be accumulated and added to prin- 
cipal.” 


Doe, so much 


to time determine to 


In a year when the trust’s net in- 
is $14,000 and the distributable 
net income is $12,000, each daughter 
would be paid $5,000 and taxed with 
$5,000. If the ‘mother is paid the bal- 
ance of the trust’s net income of $4,000 
she would be taxed on only $2,000 of 
that $4,000. Although the trust net in- 
is $14,000, the net 
income of $12,000 must be first allocated 


come 


come distributable 
to the two daughters, and only the excess 
after the payment of the two daughters 
allocated to the wife. The net 
that the wife 
$2,000 of income subject to tax and 
$2,000 tax-free. 

There are likely to be changes in 


may be 


result is would receive 


the tier system, but even if the proposals 
contained in H.R. 9662 and H.R. 10951 
had been adopted, the distributable net 
income would still first be allocated to 
the two daughters and only the balance 
to the wife. It is very doubtful whether 
the 
There is, however, one aspect of H.R. 


tier system will be eliminated. 


9662 related to the tier sysetem that 
carefully At 
charitable are 


should be considered. 


present distributions 
placed in an intermediate tier, but if 
H.R. 9662 had been adopted, distribu- 
tions to charitable beneficiaries would 
have been placed in a new tier, which 
might be labeled the third-and-one-half 
or fourth tier. Under present law if the 
entire net income of a trust is required 
to be distributed to charity and princi- 
pal payments are made in the discre- 
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tion of a trustee to a designated indi- 
vidual, there would normally be no 
tax consequences to the individual. 
Under the proposal set forth in H.R. 
9662, distributable net income would 
not have been reduced by distributions 
to charity until first allocated to other 
beneficiaries, whether such beneficiaries 
be persons to whom income is required 
to be distributed or persons to whom 
other amounts are paid. Under the pro- 
posal, even if the entire net income is 
distributed to charity, income would be 
first attributed to the individual bene- 
ficiary receiving payments of principal 
before the distributions to the charity 
are even considered. 


Administration expenses 


Deductions taken on an estate or trust 
income tax return reduce distributable 
net income even though, for accounting 
purposes, such deductions are charged 
to corpus. In almost every case it is ad- 
vantageous to take some or all of the 
expenses of administration on the in- 
come tax return rather than the estate 
tax return, but under the laws of most 
states expenses of administration are 
payable out of estate corpus rather than 
estate income. Irrespective of whether 
the charge is against income or corpus 
for estate accounting purposes, there is 
a reduction in the estate’s distributable 
net the is taken 
on the income tax return of the estate 
the 


income if deduction 


rather than Federal estate tax re- 
turn. In many states a will provision 
such as the following should prove to 
be quite useful: 

“Wherever under the applicable law, 
my executor may use certain costs and 
expenses incurred in the administration 
of my estate, either as deductions to re- 
duce the Federal income tax liability of 
my estate or the Federal estate tax liabil- 
ity thereof; my executor shall use such 
deductions in such manner as it in its 
sole judgment believes will require the 
smallest combined Federal estate tax and 
Federal income tax to be paid from my 
estate without regard to the effect there- 
of upon the comparative values of the 
trusts created hereunder; and the trustee 

not make any 
the or 


principal of the several trusts created 


heretofore named shall 


adjustment in either income 
hereunder.” 

There have been cases in New York 
and California to the effect that, if de- 
ductions are taken on the estate income 
tax return rather than on the Federal 
estate tax return, an adjustment is neces- 
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of the fact that the 
Federal estate tax is increased; the ad- 
justed gross estate is also increased, as 
is the size of the marital deduction be- 


sary by reason 


quest or trust. This provision is also 
designed to eliminate the making of any 
adjustment. 


Estate-type marital trust 

There are some situations where it is 
desirable to create an estate-type marital 
trust rather than a_ power-of-appoint- 
Briefly, an 
trust is that 
qualifies for the deduction because the 


ment-type marital trust. 


estate-type marital one 
entire property interest passes to the 
surviving spouse and no interest in the 
same property passes to any other per- 
son. If the entire property interest passes 
to the wife and no interest passes to 
any other person, it is not necessary to 
give the wife a power to appoint to her- 
self or her estate nor is it necessary to 
require that she be paid all of the in- 
come. If a wife has a very large income, 
the will may provide that an estate-type 
marital that 


trustee shall have a discretionary power 


trust be created and the 
to accumulate income or pay it to the 
wife. The will may go on to state that 
the trust would continue until the death 
of the wife, and thereupon the trust 
assets would be distributed to her estate. 
Accumulations would be taxed to the 
trust as a separate taxable entity. 

\t times one finds an estate that con- 
tains certain assets that may have an 
adverse effect on the marital deduction 
if distributed to a power-of-appoint- 
ment-type marital trust. For example, a 
power to retain unproductive property 
for a considerable length of time may 
result in the disqualification of a power- 
of-appointment-type marital trust, for 
the Regulations state: 
retain trust 


a power to assets 


which consist substantially of unpro- 
ductive property will not disqualify the 
interest if the applicable rules for the 
administration of the trust require that 
the make the property 


productive or convert it within a rea- 


trustee either 
sonable time.” 

holds a 
amount of vacant real estate and he has 
a firm 


If your client substantial 


belief that such real estate will 
eventually become extremely valuable 
and it is necessary that a portion of 
the 
deduc- 
tion, an estate-type marital trust may 


real estate be used to obtain 
desired 


such 


amount of the marital 
be more satisfactory than a power-of-ap- 


pointment-type marital trust. There is, 
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however, a disadvantage in using an 
estate-type marital deduction accumula- 
tion trust. As the accumulation trust in- 
creases in value, the taxable gross estate 
of the surviving spouse also increases. In 
the average situation it is much better 
to provide for an arrangement whereby 
the residuary trust will tend to increase 
in size and the marital trust tend to 
decrease in size. 

Some wills provide that, in addition 
to receiving the entire net income of a 
power-of-appointment-type marital trust, 
the widow is to receive an amount of 
principal equal to the amount of in- 
come of the residuary trust but that the 
income of the residuary trust is to be 
until such the 
marital trust becomes exhausted. A me- 


accumulated time as 
chanical arrangement of this type lacks 
flexibility and should not normally be 
used. It would appear to be better to 
give the trustee a discretionary power to 
pay the widow any amount or all of 
the principal of the marital trust and 
also give the trustee a discretionary 
power over both income and principal 
of the residuary trust. 


Spray trusts 

Perhaps the most useful type of pro- 
vision designed to save income tax is 
a spray provision such as: 

“So long as my wife, Jane Doe, shall 
live, the corporate trustee shall pay to 
and among my said wife and my de- 
scendants, who shall from time to time 
be living, or any one or more of them, 
so much or all of the net income of the 
trust estate as the corporate trustee in 
its sole judgment shall from time to 
time deem necessary or advisable and 
for the best interests of each such bene- 
taking into all 
other resources known to the corporate 


ficiary, consideration 
trustee to be available to him or her and 
considering the best interests of all of 
them as a family group with full power 
and 
without being required to equalize the 
payments made from time to time here- 


to exclude one or more of them 


under. The corporate trustee shall, how- 
ever, give primary consideration to the 
needs, welfare, and best interests of my 
said wife. All income for each calendar 
year not distributed prior to the last 
day of such year shall then be added to 
and become a part of the principal of 
the trust estate. All discretions given in 
this paragraph shall be vested solely in 
the corporate trustee acting hereunder, 
even though there also be an individual 
trustee acting.” 


You will note that this clause pro- 


vides that the testator’s wife be pre- | 
ferred over any of the other benefici- | 


aries but that the trustee is to have the 
power to pay to her or to any descend- 
ant. Another provision, limited to a 
particular child and his descendants, 
might well read as follows: 

“The trustee shall from time to time 
pay to such child and to such child’s 
descendants, who are living from time 
to time during the continuance of the 
trust, so much of the income and prin- 
cipal of the trust as the trustee deems 
advisable, taking into consideration all 
other sources of income and property 
available to each such beneficiary and 
the needs, best interests, and welfare of 
said beneficiaries and all other circum- 
stances and factors which 
considers pertinent. Such payments shall 
be made in such amounts, and propor- 
tions not necessarily equal, from time to 
time and at such times as the trustee de- 
termines and to such of my said child 
and his descendants, from time to time 
living, as the trustee selects to receive 
the same. All income for each calendar 
year not distributed prior to the last 
day of such year shall then be added 
to and become part of the principal of 
the trust estate. No portion of the trust 
distributed to any _ beneficiary 
termination thereof as hereinafter pro- 
vided shall be charged with principal 
distributions 
paragraph.” 


upon 


made pursuant to 

It is, of course, possible to create a 
separate testamentary trust or inter-vivos 
trust for each child and his or her de- 
and the 
such trust divided each year among the 


scendants, income from each 
members of that particular child’s fam- 


ily. 


Use of fiscal years 


The use of fiscal years may also prove 
exceedingly advantageous. Assume that 
an Spray trust 
established and the decedent’s will pro- 
vides for a pour-over of the residue of 
his estate into the inter-vivos spray trust. 
There would be 


inter-vivos has been 


two tax entities in 


existence, the estate and the inter-vivos | 


spray trust. Also assume that there are 
three beneficiaries, a wife, a son, and 
a daughter, in varying 


income tax 


brackets, and the estate, the trust, and 
the widow use different taxable years, 
the estate using a fiscal year ending 
November 30, the inter-vivos trust using 
a fiscal year ending July 31, and the 
widow using a calendar year. Also as 
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sume that the estate received in Decem- 
ber 1960 a substantial year-end divi- 
dend; that a distribution to the trust is 
made in August 1961; and that cash is 
allocated to the income account of the 
trust and paid to the widow as income 
in January 1962. In effect, the distribu- 
tion of income to the trust is passed on 
to the beneficiary, the estate taking a 
distributions deduction and the trust 
including the income in its return and 
then also taking a distributions deduc- 
tion with the income being taxed to the 
widow. Under the Regulations, if the 
beneficiary has a different taxable year 
from the taxable year of the estate or 
trust, the amount she is required to in- 
clude in gross income is based upon 
the distributable the 
estate or trust and the amount properly 
distributed or required to be distributed 
for any taxable year ending with or 


net income of 


within her taxable year. Since the tax- 
able year of the inter-vivos trust ends 
on July 31, 1962, should not the income 
in question be taxed to the widow in 
1962? Reading the Regulations literally, 
that the 
income in question may possibly be post- 


it would appear the tax on 
poned from December 1960 until 1962. 

It is exceedingly important that an 
executor and a trustee be careful in 
timing distributions, and it is also im- 
that 


consider 


both an executor and a 
the fiscal 


years but only after taking into con- 


portant 
trustee selection of 
sideration the calendar or fiscal years 
used by the beneficiaries and their re- 


spective income tax brackets. Con- 
sideration should also be given to 
whether the income allocable to the 


inter-vivos spray trust for the benefit of 
the widow and son and daughter should 
be accumulated, paid to the widow, or 
the widow and the 


divided between 


son and daughter. 


Deferred compensation arrangements 


Non-probate assets may also be ad- 
vantageously arranged with income tax 
savings as well as estate tax savings in 
view. Assume that an executive estab- 
lishes an irrevocable spray trust and that 
the trust agreement provides that ordi- 
nary income received by the trust is to 
be paid to the executive’s wife, to a 
child, or to a or is to be 


accumulated and reinvested each year 


descendant 


as is determined to be most advan- 
tageous in the light of changing cir- 
The then 


make his interest in a non-contributory 


cumstances. executive may 


profit-sharing plan payable to the ir- 


revocable spray trust. From the income 
tax standpoint the lump-sum payment 
of the interest in the profit-sharing plan 
would be taxed to the trust at long-term 
capital gains rates. If the trust is de- 
signed to continue beyond the death of 
the wife for eventual distribution to the 
children or their descendants, then the 
executive’s interest in the qualified 
profit-sharing plan could be excluded 
from his gross estate for Federal estate 
tax purposes and also from the gross 
estate of his wife; whereas, if payable 
to his estate, it would be includable in 
his gross estate, and if payable to his 
widow, includable in hers. The pay- 
ment of an interest in an exempt profit- 
sharing trust to an irrevocable trust is 
an excellent way to by-pass two estates. 
Even if the plan were contributory, 
there would be similar estate tax ad- 
vantages if paid to the irrevocable inter- 
vivos trust, except that the portion of 
the payment financed by employee con- 
tributions would be includable in his 
gross estate, but the balance would be 
excludable, and at the wife’s death the 
entire value would be excludable from 
her gross estate. 
de- 
ferred compensation payments so that 


It is also desirable to arrange 
they will by-pass an estate. If the execu- 
tive is entitled, under the terms of his 
employment, to deferred compensation 
the his 


death will be made to his estate or as 


payments, which in event of 
he may direct, it may be desirable to 
have such post-death payments made to 
an irrevocable spray trust. If all install- 
ments were paid directly to the widow, 
they would be taxed as ordinary in- 
come to her, but if to a spray trust, for 
the benefit of the wife and children, or 
if the amount involved is large enough, 
perhaps to three spray trusts, one for 
the primary benefit of the wife, one for 
a son and his family, and one for a 
daughter and her family; it would be 
possible for a trustee to carefully con- 
trol the tax impact of the deferred 
compensation payments. 

The possible advantage in having an 
outright bequest of an item of income 
in respect of a decedent has been men- 
tioned, but it may advan- 
tageous to have such an item by-pass an 
estate by having it allocated directly 
to an inter-vivos trust. In addition to 
deferred compensation payments there 


also be 


are other kinds of assets usually given 


income -in-respect-of-a-decedent treat- 


ment that might be made payable di- 


rectly to an irrevocable trust rather 
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than to the estate. Insurance renewal 
commissions and the last installment of 
an executive's salary or a bonus would 
fall in this category. If an item cannot 
be made payable directly to an inter- 
vivos trust, a specific bequest of the 
item to the trust might be appropriate. 
For example, an installment sales con- 
tract or Series E Bonds might well be 
advantageously bequeathed outright to 
such a trust rather than 
beneficiary. 


to a named 


Restricted stock options 


In some jurisdictions there is a ques- 
tion concerning the authority of an 
executor to exercise an option because 
the exercise of an option is similar to 
an investment by an executor in stock. 
Under ordinary estate and trust law an 
executor would not normally be author- 
ized to take a substantial amount of the 
estate’s cash and invest it in the stock 
of a single company. Such action raises 
not only a question concerning legal 
authority but also a question concern- 
ing judgment where the stock is not one 
a trustee or a prudent would 
normally purchase. In addition, there 
is a question concerning the propriety 


man 


of retaining the stock as an investment 
of an estate or trust. 

Because of these problems it is recom- 
mended that an executor be specifically 
authorized to exercise stock options or 
that options be bequeathed to an inter- 
vivos trust and the trust agreement be 
drafted in such a way as to give the 
the stock, even 
not 


options and to retain 


though the stock is one a trustee 


would normally purchase and even 


though retention might result in poor 
diversification. Restricted stock options 
are given a new basis upon the death 
of the holder of the option, and ordi- 
narily an option may now be exercised 
and the stock sold by an executor or 
trustee after the holder’s death and the 
sale will be given capital gains treat- 
ment. If the option is exercised when 
the stock is at date-of-death value, there 
would be no gain; short-term if the 
sale is less than six months after the 
option is exercised and long-term if the 
holding period is more than six months. 
It is desirable to expressly authorize re- 
tention of stock acquired through the 
exercise of an option so that the trustee 
may retain it long enough to. obtain 
capital gain treatment if the situation 
warrants it. 

For a suitable provision covering the 
handling of a stock option there are 
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four points to keep in mind: (1) author- 
ity to exercise the option, (2) authority 
to use other trust funds or to borrow to 
finance the purchase, (3) authority to 
pledge the acquired stock and perhaps 
other trust assets if a loan seems desir- 
able, and (4) authority to retain the ac- 
quired stock even though contrary to 
of trust investment and 


normal rules 


diversification. 


Conclusion 


\ will should not be drafted without 
a complete review of an over-all estate 
arrangement. Consideration should be 
given to the estate tax and income tax 
characteristics of the various component 
parts of the estate and the possible ad- 
of 


or 


vantages inter-vivos transfers either 


outright in trust with particular 
qualified profit-sharing plans, deferred 
compensation contracts, stock options, 
and assets given income in respect of 
a decedent treatment. Consideration 
should also be given to the use of gifts 
and bequests, provisions regarding es- 
tate income, accumulating trusts, and 
spray trusts, but most important is in- 
and trust administra- 


telligent estate 


tion. 


Estate and gift tax statutes 
modified for U.S. possessions 


Unper P. L. 86-779, to 
estates of persons dying after September 
14, 


date, residents of U. S. possessions who 


applicable 
1960, and to gifts made after that 


obtained U. S. citizenship solely by rea- 
son of being a citizen of the possession 
or by birth or’ residence within the 
possession are to be treated as “non- 
residents, not citizens,” except that the 
estate tax exemption applicable to their 
estates is to be the greater of (1) $2,000 
or (2) that proportion of the $60,000 
exemption which the value of that part 
of a decedent’s gross estate situated in 
the United States bears to the value of 
such decedent’s entire gross estate wher- 
ever situated. 

For example, if a citizen of Puerto 
Rico dies owning bonds valued at $45,- 
000 situated in Puerto Rico and shares 
of U. 
his gross estate situated in the United 
States would be $30,000, or 30/75 of his 
entire gross estate, and the exemption 
would be 30/75 of $60,000, or $24,000. 

United States citizens who 
the and 
acquired their citizenship completely in- 


S. corporations valued at $30,000, 


are resi- 


dents of possessions who 


dependently of their connection with 


March 1961 


possessions are to have their estates and 
gifts taxed in the same manner as estates 
and gifts of citizens of the United 
States. vr 


New edition of PLI’s 
estate tax manual is out 


PLI’s POPULAR PUBLICATION, The Estale 
Tax, is now available in a revised and 
expanded edition. Written by James B. 
Lewis, of Paul, Weiss, Rifkind, Wharton 
& Garrison, the New York law firm, it 
may be bought for $3.50 from the Prac- 
ticing Law Institute, 20 Vesey Street, 
New York 7, New York. 

Comprehensive in coverage, the mono- 
graph contains a detailed discussion of 
how to arrange inter-vivos transfers and 
property settlements so they will not be 


included in the donor's estate. Practical 
advice is given also on the use of life 
insurance, deferred compensation plans, 


and administration expenses themselves 


to limit estate taxes. Facsimile returns 
are filled-in and discussed. 

Based on sales of earlier editions, the 
Practicing Law Institute anticipates a 
lively demand from the bar and _ busi- 
ness community for The Estate Tax. 

PLI has also just published The Plan- 
ning and Administration of Estates by 
René A. Wormser. The book is the out- 
growth of a forum held by the Institute 
last year and consists of a. discussion by 
17 experts (tax lawyers and estate plan- 
ning lawyers) about one fact situation, a 
composite of many cases. This volume 
is available for $7.50 from the Practic- 
ing Law Institute. ¥ 





Fair market value of 1/30 interest in 
1954 
member of a real estate syndicate, gave 
30 
real estate owned by the syndicate and 


realty determined. In donor, a 


his son a ] interest in commercial 
occupied by tenants with a long-term 
lease. In 1955 donor gave his son an 
additional 1/30 interest. Each gift was 
valued at $3,000 on donor’s gift tax re- 
turn. The Commissioner contended that 
the value was higher, noting that a 1/6 
in the real estate 
at $52,000 at the 
syndicate member in 1952. Donor’s ex- 


interest had been 


valued death of a 
pert witness testified in the Tax Court 
that such 1/6 interest had been sold in 
1955 $15,000, that the 


shopping centers and suburban growth 


for advent of 
in 1954 and 1955 resulted in declining 
values for the real estate, and that there 
was no market for a 1/6 interest except 
to other members of the syndicate. The 
Tax Court gave considerable weight to 
the testimony of the expert witness and 
held that the fair market value of a 
1/30 interest in 1954 and 1955 did not 
exceed $3,000. Hancock, TCM 1960-230. 


Power to withraw insurance proceeds 
created when insured selected option. 
brother was the 
under a policy of life insurance in the 
face amount of $15,000. On October 14, 
1942, he executed an instrument where- 
elected that settlement the 
proceeds of the policy should be made 
with his sister, the decedent, as his di- 
rect beneficiary in accordance with Op- 


Decedent's insured 


by he of 


tion A contained in the policy. The in- 





sured expressly reserved the right to 
change or revoke the designation. De- 
cedent’s brother died 1948 without 
changing or revoking Option A, under 


in 


which decedent was to receive monthly 
payments of interest for life with the 
privilege of withdrawal of the entire 
proceeds at any time. It was conceded 
that decedent possessed a general power 
of the 
whether the power was one “created” 
on or before October 21, 1942, or one 
“created” after that The 
holds that the power was created by 


appointment, but issue was 


date. court 
the insured during his lifetime when he 
selected the settlement option, not at 
his death. The proceeds subject to the 
general power were not includable in 
decedent’s gross estate, since the power 
was an unexercised pre-October 21, 
1942, power. Hyman, DC N. Y., 9/28/60. 


Payment to will contestant from church 
funds reduces charitable deduction. De- 
cedent’s will provided for the creation 
of a testamentary charitable trust of the 
residue of the estate for the benefit of 
a specific Episcopal church. A son of a 
deceased stepson filed a petition contest- 
ing the admission of the will to probate, 
but prior to trial a compromise was 
reached between the church and the will 
The paid $59,000 
its own funds to him induce 


contestant. church 
from 
him to withdraw the will contest action. 
The court holds that the Commissioner 
was correct in reducing the amount of 
the $59,000, 
even though no part of such amount was 


to 


charitable deduction by 
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derived from the decedent’s estate. The 
court reasoned that the amount of the 
charitable deduction must be deter- 
mined on the basis of the value of what 
the charity actually receives, not solely 
on the basis of the provisions of dece- 
dent’s will. Wilcox, DC Ohio, 5/27/60. 


New releases of mortgages held not 
made in contemplation of death. De- 
cedent and his wife wanted their three 
daughters and their husbands to have 
their own homes. In 1951 and 1952 they 
transferred residential property to the 
two older daughters and their husbands, 
it being understood that a home was 
also to be provided for their youngest 
daughter when her 
the 


husband was dis- 
The older 


daughters and their husbands executed 


charged from service. 
notes and mortgages in favor of dece- 
dent and his wife and received waivers 
of the payment of interest and releases 
of the mortgages. Such releases were not 
1956, months 
before decedent’s death from cancer, he 
and 


recorded, and in three 


his wife executed new releases of 


the two mortgages, which were filed of 
record. They also gave $9,000 in com- 
munity funds to the third daughter and 
her husband. The Tax Court holds that 
the execution of the 


new releases did 


not constitute transfers made in 


con- 
templation of death but that one-half of 


he $9,000 in community funds trans- 


ferred to the youngest daughter and her 


husband was includable in decedent's 
gross estate as such a transfer. Lynch, 


5 TC No. 18. 


Power given widow to use principal for 
“comfort, happiness, and well-being” too 


narrow for marital deduction. Dece- 
dent’s will provided that his wife was to 
have the “sole use of” the residuary 


estate “‘with the right in the sole discre- 
tion of my said wife to invade and use 
the principal not only for necessities but 
generally for her comfort, happiness, 
and well-being.” It was also provided 
the remainder 
The 
marital deduc- 
tion on the ground that New York law 


prevented the power granted the spouse 


the wife’s death 
the 


that at 


was to go to children. Com- 


missioner disallowed a 


from being exercisable by her alone and 
in all The that 


under applicable state law a_ spouse, 


events. court agrees 


even with such broad powers of inva- 
sion and use, cannot appoint to her- 
self. Such powers do not include the 
right to either unrestricted, prodigal 


use or the assertion of complete owner- 





ship, including ability to make a gift of 
principal to others. It is held that the 


marital deduction was properly dis- 
allowed. May, CA-2, 11/2/60. 
Bequest conditioned on _ survivorship 


fails to qualify for marital deduction. 
Decedent’s will provided that the resi- 
due of his estate was to go to his wife 
“if she is living at the time of the entry 


Estates, trusts & 


179 


gifts 


of the order of final distribution of 
my estate,” but if not, to the children. 
The not entered until 18 
months after decedent’s death. The Tax 
Court held that the Commissioner prop- 
erly disallowed the marital deduction, 


for the wife’s interest would terminate 


order was 


or fail if she failed to survive until the 
entry of the order. Sbicca, 35 TC No. 
14. 


Income taxation of trusts & estates 





Estate kept open to prosecute tax claim. 
Decedent died in 1953, and administra- 
tion of his estate was kept open until 
1958 to prosecute a claim for refund of 
1953 taxes. On the issue of whether the 
estate could be considered a separate 
taxpayer for 1956 and 1957, a jury finds 
that administration was not unduly pro- 
longed. It also finds that there was no 
distribution of the 


widow-executrix, even though she com- 


estate income to 
mingled estate funds with her personal 
funds. McCauley, DC Ark., 10/28/60. 


Minor beneficiaries had power to termi- 
nate; income taxable to them. Taxpayer- 
trust sought to have its income taxed to 
its beneficiaries on the ground that the 


beneficiaries had power to terminate 
and receive corpus and income. The 
Tax Court held that, since the bene- 


ficiaries were all minors, they could have 
acted only through guardians, and dur- 
ing the years at issue no guardian had 
been appointed. This court reverses. 
The legislative purpose in enacting this 
provision of the Code was to tax to a 
person income subject to his unfettered 
The 
effect had such command of the income 


command. beneficiaries here in 
of the trust because the appointment 
routine matter. 


CA-7, 12/22/60. 


guardian is a 
Trust No. 3, 


of a 


Brehm 


Trust beneficiary was not real estate 
dealer. A trust for taxpayer’s benefit 
was created by her father. He placed 
a 1% interest in a land development in 
the trust. Ultimately, the trust termi- 
the 1% 
She 
never, before or since, had any activities 


nated, and taxpayer received 


interest as a tenant in common. 
in real estate. The court finds that she 
held the 1% interest as a capital asset 
and received capital gain on its sale. 
Rosebrook, DC Calif., 1/3/61. 

donated stock not addi- 
tional compensation to donor. All of 


Dividends on 


the taxpayers are executive employees 
of the same corporation. Common stock 
of the corporation had been sold to each 
taxpayer, then transferred all or 
stock to members of his 


immediate family or to trusts. The court 


who 
most of the 
finds that the common stock was bona 
fide stock and that the sales of common 
stock to the taxpayers were not a color- 
able scheme to pay executives additional 
compensation in a manner that would 
enable them to escape tax. Accordingly, 
the dividends 
stock 


received by the donees 


of the were not additional com- 
pensation to any of the taxpayers. The 
court also finds that some of the divi- 
dends were taxable to certain taxpayers 
rather than to their trusts or family 
members where, under the Clifford rule, 
the taxpayers retained control over the 
receipt of or the enjoyment of the divi- 
dend income. Watson, TCM 1960-255. 

Trusts disregarded for tax purposes be- 
cause of settlor’s control. Where tax- 
the had and 


absolute control over trusts formed sole- 


payer, settlor, dominion 


ly to avoid income taxes, the court holds 


the income therefrom taxable to the 
settlor. They were shams to be disre- 
garded for tax purposes. Eldor, TCM 


1960-289. 
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IRS presses for disposition of 


Tax Court cases before trial 


With Rev. 


Proc. 


By HENRY C. STOCKELL, Jr. 


60-18 the IRS has set up new procedures for the handling of 


docketed Tax Court cases that have not been calendared. These pre-session cases 


pass through three stages, during which special efforts are made to find a settlement 


or, failing that, to prepare swiftly for trial. Mr. 


Stockell here explains the IRS 


objectives in creating this system and points out to practitioners how they can use 


the new system to achieve expenditious handling of their cases. 


D' RING THE YEAR ended June 30, 1960, 
over 80%, of all tax actions brought 
in the courts by taxpayers were filed in 
the Tax Court. Keeping litigation of 
this proportion within manageable limits 
is a prime responsibility of both the 
Internal Revenue Service and tax prac- 
titioners. 
Over 
has taken some important steps to meet 
1958 it 


into 


the past several years the IRS 


this responsibility. In divided 


docketed Tax Court cases pre- 


session cases and session cases and in- 


creased its efforts at settlement prior to 
trial. Rev. Proc. 60-18, it 
further subdivided the pre-session period 


Recently, in 


and adopted new procedures to be used 
at each of the three pre-session stages. 


Pre-session cases 


In May 
Commissioner’s Delegation Order 60 and 
Chief Counsel’s Order 1958-5 (1958-1 
CB 621). This document, despite its un- 
informative title, the 
important change in the Service’s han- 


1958 the Service published 


embodied most 
dling of cases before the Tax Court in a 
Briefly, it 


docketed cases into pre-session and ses- 


number of years. divided 
sion cases. Cases are considered to be in 
pre-session status from the date they are 
docketed in the Tax Court to the open- 
ing date of the session at which a case is 
calendared for trial, pre-trial hearing, o1 
a report session. Cases become session 
cases on the opening date of the session 
at which the case is scheduled for trial, 
pre-trial, or 


report. During pre-session 


status, settlement of the case is the joint 


responsibility of the Regional Counsel 
and the Appellate Division. In the case 
of disagreement between the offices the 
ultimate decision on settlement is made 
by the Chief 
the conclusion of the Regional Counsel 
as to 


Counsel. In session status 


settlement or concession is 
trolling. 


con- 


Tax Court status followed 


Rev. 60-18 is 
further facilitate the disposition of cases 


Proc. intended to 


in pre-session status and it does not 


apply to session cases. It classifies pre- 
their 


accordance with 


Tax Court. 


session cases in 
handling by the 

Pursuant to procedures adopted by it 
in recent the Tax Court 
what is designated as a Trial Status Re- 
quest to both parties. This Trial Status 


years, issues 


Request is issued by the court 60 to 90 
days in advance of the issuance of the 
Trial Notices, and the Trial Notices are 
issued by the court approximately 90 
days advance of the scheduled trial 
session. In the Trial Status Request the 
court inquires as to the probability of 
settlement of the case or whether it is 
probable that the case will have to be 
if tried, whether the facts may 
be stipulated in whole 
whether the case will be ready for trial 
when set at the proposed session of the 
the estimated trial 
Upon the basis of the answers to these 


tried and, 


or in part, 


court, and time. 
questions by each party, the court deter- 
mines what cases will be actually set for 
trial at the scheduled trial session. 


Based on the foregoing steps taken by 





the court, Rev. Proc. 60-18 breaks the 
handling of pre-session cases into three 
periods of consideration. The first period 
is that from the time the case is at issue 
in the court to the date the court dis- 
tributes the Trial Status Requests. The 
the Trial Status Request 
period and runs from the issuance of the 
request to the issuance of the Trial 
Calendar. The third period is the time 
from the issuance of the calendar to the 
opening of the session. 

During the first period the Appellate 
Division will promptly schedule settle- 
ment conferences on all cases in which 
the statutory notice of deficiency was 
issued by the District Director, with the 
exception of those which 
criminal prosecution is pending. The 
in the Office of the Regional 
Counsel to whom the case is assigned is 
expected to attend all such settlement 
conferences and he will actively partici- 
pate in the discussions. Cases in which 
the Appellate Division issued the notice 
will be retained by the Regional Counsel 
for trial preparation, as conferences will 


second is 


cases on 


a ttorney 


previously have been held or offered 
prior to the statutory notice. 

In the second period (between issu- 
ance of the Trial Status Request and re- 
ceipt of the Trial Calendar) Appellate 
will conclude settlement negotiations on 
not previously settled or re- 
ferred to the Regional Counsel for triai. 


all cases 
This means that both sides are on notice 
for a period of 60 to 90 days prior to 
Trial Calendar that 
serious, vigorous, and final action must 
taken to complete any settlement 
negotiations on the case. With both the 
Appellate Division representative and 
the trial attorney from the Regional 
Counsel's Office present, the conferences 


the issuance of the 


be 


in this period afford the taxpayer a full 
discuss settlement and 
settlement 
ferences in the third phase, absent some 
later change in the facts or the law. Dur- 
ing either of these phases the taxpayer 
is encouraged to request further 
ferences if he feels that 
productive of settlement. 


opportunity to 


make un necessary any con- 


con- 


such will be 


Trial preparation 

The third period opens with the re- 
ceipt of the Trial Calendar. At this time 
the Appellate Division will forward all 
files still in the Re- 
gional Counsel for preparation for trial. 
The Regional Counsel may make an 
exception and permit the Appellate 
Division to retain certain files in un- 


its possession to 
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usual cases, such as where negotiations 
are actively in progress and a tentative 
basis for settlement has been reached. 
Generally speaking, however, the issu- 
ance of the Trial Calendar marks the 
end of the period of negotiation for 
settlement and heralds the change to 
trial preparation. This is not to say that 
cases cannot be settled in the third or 
[rial Calendar phase but it does mean 
that the time is ended for those lengthy 
negotiations involving rehashing of old 
arguments, horse trading, sparring for 
position on issues, and similar man- 
euvers so dear to the legal mind on 
occasion. If the case is to be settled, a 
firm offer should be made. If not, both 
sides should proceed with preparation 
for trial. In this connection, it should 
be noted that, as the Regional Counsel 
will have the files, all requests for con- 
ferences in this final pre-session phase 
should be addressed to him, and he 
will take appropriate action on them. 

The Revenue does not, 
however, make any change in authority 
established by Delegation Order 60, and 
all settlements in pre-session status are 


Procedure 


still a joint undertaking of the Regional 
Counsel and the Appellate Division. 

Che emphasis on trial preparation in 
this third period will be marked by the 
immediate action taken by the Regional 
Counsel to invite a conference on a day 
certain, at which time the stipulation 
of facts pursuant to Tax Court Rule 
31(b) will be discussed and an agreement 
on the possible narrowing or clarifica- 
tion of any issues can be considered. 
This commencement of trial prepara- 
tion may begin in an earlier period, of 
course, if it is concluded that further 
settlement negotiations will be fruitless 
and the Appellate Division refers the 
files to the Regional Counsel. 

The whole purpose of these proce- 
dural steps is to get the resolution of 
the dispute moving earlier and, if there 
is to be no settlement, to get down to 
trial preparation promptly. As every 
tax practitioner knows, both sides at 
every calendar waste considerable 
amounts of time and money preparing 
cases for trial that are either settled 
later or would have been settled if the 
parties had conferred at an earlier date. 
All too many cases go to trial simply be- 
cause some fact that might have induced 
a settlement was not produced until it 
was too late to have it considered or 
verified. The same is true with regard 
to stipulations of fact. Both the taxpayer 
and the Service owe a duty to the court 











to stipulate fully and fairly all undis- 
puted, relevant facts. The rules of the 
Tax Court require it and an attorney's 
obligation as an officer of the court de- 
mands it. The old days of what was once 
called “the sporting theory of justice” 
are gone, and nothing is gained but 
delay and confusion by refusing or fail- 
ing to stipulate uncontroversial evidence 
in the hope that maybe an adversary 
will, for some speculative reason, be un- 
able to prove the fact at the trial. 

Obviously, in any case where settle- 
ment possibilities have not been ex- 
hausted, settlement discussions should 
be undertaken as soon the case is at 
issue before the court d settlements 
during the first periou are to be en- 
couraged in the interests of efficiency 
and proper case management. If, how- 
ever, such discussions are not concluded 
in a reasonable time, the receipt of the 
Trial Status Request is a clear warning 
to both sides that within five to six 
months the case will be reached for 
trial. The Revenue Procedure provides 
equally explicit notice that the Service 
expects to conclude settlement negotia- 
tions upon receipt of the Trial Cal- 
endar, approximately three months be- 
fore the trial. The last three-month 
period is intended to be used for dis- 
cussion of stipulations of fact to shorten 
trial time. If, during a stipulation of 
facts conference, one side sees a defect 
in its proof, indicating a reappraisal of 
the case, the way is, of course, open for 
a settlement offer. By the time the final 
period is reached, however, both sides 
should be pretty well aware that the 
case will be tried, and all efforts should 
be bent toward making the case ready 
to be presented to the court with a 
minimum expenditure of trial time. 

If a word of advice might be in order 
from a Government lawyer to tax men, 
it should be said that everyone repre- 
senting a client before the Service in 
conferences on docketed cases should 
come into the first conference fully pre- 
pared to discuss the case in its entirety. 
If a settlement is sincerely sought, there 
is a burden on the taxpayer’s repre- 
sentative to give a frank presentation of 
the facts and law upon which he relies. 
In short, he must give the Service a basis 
for settlement. Almost every case has 
some degree of “give” on both sides if 
the parties make a good faith attempt 
to reach it. The flat assumption that the 
Government is wholly wrong and must 
concede the case will not be productive 
of settlement. The Government will con- 
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cede a case if it finds that it is wrong, 
but it is almost invariably true that it 
does have some basis for the position 
taken in even the weakest case. This is 
demonstrated by the fact that, of all of 
the cases tried in the Tax Court in the 
past five years, the Government lost only 
15% completely, although the court sus- 
tained the deficiency only in part in an 
additional 30%. 
Neither the trial 
Appellate 


attorney nor the 
representative are 
investigators and they are not going out 
to reinvestigate the case. They can, how- 
ever, request further investigation of 
any valid points raised by the taxpayer 
sufficiently in advance of the trial. Facts 


Division 


developed from such an investigation 
can, and frequently do, result in a re- 
appraisal by the Service of what orig- 
inally might have seemed an airtight 
case. 

Rev. Proc. 60-18 should be taken to- 
gether with Delegation Order 60 and 
Chief Counsel’s Order 1958-5 as _posi- 
tive evidence of the desire of the In- 
ternal Revenue Service to secure a fair 
and expeditious disposition, either by 
settlement or trial, of any taxpayer's dis- 
agreement with his Government over 
his tax liabilities. It should again be 
noted, however, that the assistance and 
cooperation of tax practitioners is essen- 
tial to the success of any such effort. 

The Internal Revenue Service and the 
taxpayers have each a duty to the other 
to deal fairly, honestly, and faithfully 
and both have a duty to the Tax Court 
not to needlessly litigate matters upon 
which they can agree if adequate time 
is taken to sit down and discuss them. * 


Detailed rule proposed for 
review of TC decisions 


PART OF THE PROCEDURE for reviewing 
Tax Court decisions may be changed if 
a rule proposed by the Advisory Com- 
mittee on Appellate Rules appointed by 
the Chief Justice of the United States is 
ultimately adopted by the Supreme 
Court. This committee functions as part 
of the program of the Judicial Confer- 
ence of the United States for the study 
of procedural rules. 


In essence, the proposed rule shortens 


the period for noting appeal to 60 days, 
permits notice to be filed by mail, and 
requires the Clerk of the Tax Court to 
transmit the original record to the court 
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of appeals within 40 days thereafter. 
Certain motions would terminate, not 
merely suspend, the running of time to 
appeal. Upon disposition of the mo- 
tions, the full time would recommence. 

The 


tailed, 


believes that its de- 
rule of 


committee 
self-explanatory pro- 
cedure will avoid the necessity for con- 
that a 
rule might create. Proceedings within 


struction and confusion short 
the courts of appeals will be the subject 
of later proposals, after the committee 
has studied the general procedural rules 
in these courts. Ww 


IRS trying to improve its 
recruiting and training 
IRS 


recruit 


Dip the makes a 


continuing 


that 
effort to 


YOU KNOW 


new per- 
sonnel directly from college? Last year 
campaigns conducted in four-year col- 
leges helped fill 1,400 jobs for Agents 
and officers, and similar recruiting drives 
in junior colleges filled almost 500 semi- 
technical jobs. An even more compre- 
hensive plan will be followed in 1961, 
says former Commissioner Latham in his 
Annual Report for 1960. 

At the close of the last fiscal year the 


March 1961 


total number of Revenue employees was 
just over 50,000, exactly as it was the 
preceding year, but more field service 
people were in audit, and fewer were in 
collection activities. Morale-boosting 
efforts within the Service aimed at re- 
ducing personnel turnover included ex- 
pansion of career opportunities and 
training courses for those seeking ad- 
vancement. The Blue Ribbon Program, 
an all-out effort to improve the calibre, 
efficiency, and productivity of Service 
personnel, received the Commissioner's 
continuing support. Many promotions 
resulted from analysis of particular jobs 
and standards for their performance. 
Most Revenue Agents and officers have 
received training 
funds are available for continuing in- 


basic courses, and 
service study, such as how to audit cor- 
porations using automatic data process- 
ing equipment in their accounting work, 
methods of tax research, and adminis- 
tration of tax laws dealing with exempt 
organizations. 

Two writing courses have been estab- 
lished on a trial basis “because clarity 
of expression is so important in com- 

, 


municating on tax matters.’ 


We say a 
fond “Amen’ ’to that! ¥ 





Tax Court not timely. 


ippeal from 
After 
the 


a previous decision by this court, 
Tax Court made a redetermination 
of taxpayer’s liability and entered de- 
This 


comes final if no appeal is taken within 


cision accordingly. decision _ be- 
30 days. During the 30-day period, tax- 
payer initiated a proceeding to compel 
the Tax Court to change its determina- 
holds that 
did not stay the 30-day period. It dis 


tion. This court this action 
misses the appeal filed after the 30-day 
period had expired. Heard, CA-3, 12 
27/60. 


Summons to produce records enforced. 
In an investigation of a supplier's taxes, 
the Government ordered the president 
and sole stockholder of the corporation 
to produce its records. The court en- 
forces the summons. He could not plead 
a self-incrimination privilege as to cor- 
records. Greenspan, DC N. Y., 


8/23/60. 


porate 


Transfer of assets after jeopardy assess- 
ment gives rise to transferee liability. 
l'axpayer is a corporation wholly owned 
de- 


whose husband was 


by a 


woman 


linquent in the income 
After 


jeopardy assessment against the husband, 


payment of 
taxes. the Commissioner made a 
mailed him a notice and demand, and 
filed liens, the husband transferred cer- 
tain assets to the wife, who, in turn, 
transferred them to taxpayer. Since the 
husband had told the Government he 
was unable to pay the assessment, he 
is presumed to have been insolvent at 
the time. Since transferees of assets trans- 
ferred by an insolvent are subject to 
transferee liability, the Tax Court rules 
that the wife must pay $5,500 (the value 
of the assets transferred). Even in the 
absence of the husband’s insolvency, the 
fact that he attempted to conceal assets 
made the transfer fraudulent and void 


under Missouri law. The court rejects 


the wife’s argument that assessment 
against her is barred by the statute of 
limitations; the Commissioner had six 


years after the jeopardy assessment to 
against the transferee. Bart- 
mer Automatic Self Service Laundry, 


Inc., 35 TC No. 41. 


take action 


Renunciation of legacy defeats tax lien. 
The taxpayer owed the Federal Govern- 





ment some unpaid taxes for prior years. 
The taxpayer’s mother bequeathed him 
one-third of her property. The taxpayer 
renounced his legacy under his mother’s 
will. The Government contended (1) 
that, despite the renunciation, its liens 
attached to the taxpayer’s share of his 
mother’s estate, against which it could 
satisfy its liens, and (2) that, even if its 
liens did not attach to any of the estate 
property, the court could order the tax- 
the renunciation in 
order to satisfy the Government’s liens. 
This court holds that under the Ohio 
law the renunciation is effective as of the 
time of death and that after renuncia- 
tion no property or rights to property 
the taxpayer. 
holds that, despite the fact that one of 


payer to revoke 


accrue to Secondly, it 
the taxpayer’s motives in renouncing his 
legacy was to prevent the Government 
from satisfying its liens, the court can 
order the taxpayer to revoke his re- 
nunciation only in the case of fraud and 
that there was no fraudin this instance 
because there was no misrepresentation 
and no detrimental reliance on the mis- 
representation. McCrackin, DC Ohio, 
11/7/60. 


Liability of transferee includes interest 
from date transferor’s return due. Tax- 
payer was transferee of the assets of a 
wholly owned corporation against which 
including penalties, had 
been determined and adjudicated for 
the years 1942 and 1943. On June 2, 
1955, the notified tax- 
payer of his transferee liability, which 
taxpayer admitted. Taxpayer contended 
that interest should be computed start- 
ing June 2, 1955, the date of the noti- 
the 
that interest runs from March 15, 1943, 


deficiencies, 


Commissioner 


fication; Commissioner contended 
and March 15, 1944, since those are the 
dates the returns were due. The total 
assets transferred to taxpayer were far 
in excess of the total potential liability, 
including penalties and interest. The 
court holds that interest began to run 
as of March 15, 1943, and March 15, 
1944. The court distitnguishes the situa- 
tion the transferred 
insufficient to cover the deficiency and 


where assets are 


interest, since in such case transferee 
liability is limited to the amount re- 
ceived by the transferee plus interest 
in respect of the transferred assets. This 
interest would arise under state law and 
would be computed from the date of 
transfer and at the state law rate, since 
it limits the total possible liability of 


the transferee. Lowy, 35 TC No. 46. 
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NEW DEVELOPMENTS IN 


Foreign aspects of taxation 


EDITED BY SIDNEY I. ROBERTS, LL.B., CPA, 
JOHN COSTELLOE, LL.B., AND JOHN WILCOX, LL.B. 





Tax Court allows credit though sole foreign 


income was salary exempted from U.S. tax 


by HENRY H. STEINER 


In the Gordon Duke case the Tax Court was unduly generous, Mr. Steiner be- 


lieves, in allowing a credit for foreign income tax paid on a salary excluded from 


U. S. income. Since the portion deemed earned outside the U. S. had already been 


exempted from U. S. tax, there was no taxable income from outside the U. S. and, 


therefore there was no basis for allowance of the credit. 


A RECENT DECISION of the Tax Court 
relating to the foreign tax credit 
illustrates a point long familiar to prac- 
titioners in the field, namely, that the 
computation of the credit, even in its 
relatively simple aspects, remains little 
understood by bench and bar. Analysis 
of the case in question, Gordon Duke 
(34 TC No. 79, 7/29/60), indicates that 
the Commissioner has been generous 
to a fault and that the result reached by 
the court is liberal beyond the intend- 
ment of the statute. 

In 1951, the year 
Mr. Duke and were U. S. 
citizens resident in Mexico. During that 


taxable involved, 


his wife 
year Mr. Duke received salaries totaling 
$42,500, 


by two Mexican corporations and the 


of which $22,500 was paid 
remaining $20,000 by a U. S. corpora- 
tion. In addition, the Dukes had non- 
salary income from U. S. sources total- 
ing $12,240.21. It was determined that 
Mr. Duke had spent 157 out of the 365 
days in the U. S., 
tion of approximately 43% of his salary 


resulting in an alloca- 


income to sources within the U. S. The 
accompanying table, based on the re- 


ported decision, shows the breakdown. 


The U. S. income tax on the Dukes’ 
taxable income of $30,521.03 amounted 
to $8,730.10. The income tax 
paid on the salary from the Mexican 
corporations ($22,500) was $3,007.74. 

The applicable limitation on the for- 


Mexican 


eign tax credit then provided,! as it in 
that “the 
amount of the credit in respect of the 


substance now provides,” 
tax paid or accrued to any country shall 


not exceed, in the case of a taxpayer 
other than a corporation, the same pro- 
portion of the tax against which such 
credit is taken, which the taxpayer's net 
income from sources within such country 
bears to his entire net income for the 
same taxable year.” Expressed more con- 
that the credit is 
limited to the fraction of the U. S. in- 
come tax the numerator of which is net 


cisely, this means 


income from the foreign source and the 
denominator total net income. 

The taxpayers computed the limita- 
tion by using a numerator consisting of 


the total salaries from the Mexican 
corporations and a denominator con- 
sisting of the total salaries from the 


Mexican and U. S. corporations as well 
as of the non-salary domestic income. 





TABLE I: Income from 


Salary (Mexican corporations) 

Salary (U. S. corporation) 
Total salary 

Other domestic income 


Total income 


U.S. and foreign sources 




















Income Income 
Taxabie in Exempt in 
Income the U.S. the U.S. 
$22,500.00 $ 9,678.08 $12,821.92 
20,000.00 8,602.74 11,397.26 
42,500.00 18,280.82 24,219.18 
12,240.21 12,240.21 
54,740.21 30,521.03 
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They accordingly computed the limita- 
tion as follows: 


$22,500.00 
$54,740.21 
The the 
hand, applied to the U. S. tax a fraction 
the numerator of which was that por- 





x $8,730.10 = $3,588.35 


Commissioner, on other 


tion of the salary from the Mexican 
corporations that had been allocated to 
the VU. S. de- 
nominator of which was the total net in- 


sources within and the 
come on which the tax had been com- 
puted. He accordingly used the follow- 
ing formula: 


$ 9,678.08 
$30,521.03 





< $8,730.10 = $2,768.28 


The Tax Court agreed with the Com- 
that 
neither the formula offered by the tax- 


missioner. It is clear, however, 
payers nor that proposed by the Com- 
missioner and adopted by the court fol- 
lows the explicit statutory requirement 
that the numerator of the limiting frac- 
tion be the taxpayer’s net income from 
sources within the foreign country whose 
tax he is seeking to credit. The court did 
not quarrel with this rule but, rather, 
jumped to the conclusion that the por- 
Mr. the 
Mexican corporations that was allocated 


tion of Duke’s salary from 
to sources in the U. S. constituted, para- 


doxically, net income from _ sources 
within Mexico. From the facts stated it 
is obvious that these taxpayers had no 
net income from sources within Mexico. 
Such salaries as were determined to be 
from sources within Mexico (a total of 
$24,219.18) 


exempt. Being excluded from gross in- 


were properly treated as 
come,® they did not enter into the com- 
putation of gross income from sources 
within Mexico and, therefore, they did 
not enter into the computation of net 
income from sources within Mexico.5 
Since this makes the numerator of the 
that 
under the statute the taxpayers were en- 
titled to no credit at all.® 

The case is thus seen not to involve 


limiting fraction zero, it follows 


the question of whether a foreign tax 


1 Section 131(b) (1), IRC 1939. 

2 Section 904(a) (1), IRC 1954. 

8 Section 116(a) (1) IRC 1939; cf. Section 911(a) 
(1), IRC 1954. 

*Section 119(c), IRC 1939; ef. Section 862(a), 
IRC 1954. 

5 Section 119(d), IRC 1939; cf. Section 862(b), 
IRC 1954. 

6 Carstairs, 75 F.Supp. 683 (ED Pa. 1936); Vietor 
& Achelis v. Salt’s Textile Mfg. Co., 26 F.2d 249 
(D. Conn. 1928); IT 2294, V-2 CB 62 (1926); see 
GCM 22556, 1941-1 CB 310. 
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[Henry H. Steiner, a member of the 
New York Bar, is Assistant Tax Counsel 
of American Radiator & Standard Sani- 
tary Corporation.] 





on one category of income may be 
credited against U. S. tax on another 
category, even though there has been 
no “double taxation” same in- 


come.? This problem would have arisen 


of the 


if the taxpayers had received non-salary 
income from sources within Mexico sub- 


March 1961 


ject to a lower rate of tax or none at all 
there and had claimed credit for such 
tax as well as for the Mexican income 
tax on salaries exempt in the U. S., using 
a limiting fraction the numerator of 
which consisted of the Mexican non-sal- 
ary income and the denominator of 
total income taxable in the U. S. No in- 
ference should be drawn from the in- 
stant decision that either the Commis- 
sioner8 or the Tax Court® would have 
denied such a claim. * 


When is loss on seized Cuban assets 


deductible? New law is proposed 


Se THING LIKE $1 billion of Ameri- 
can-owned property has been taken 
over in Cuba, according to some esti- 
When 
these losses appear on tax returns? The 


mates. will the deductions for 
answer is important not only to the 


companies involved but also to the 
Federal Government; deductions of this 
size could affect the total tax revenue 
and the budget! 

Tax practitioners studying the present 
Code point out that the year of deduc- 
tion could well depend on whether the 
properties were seized or only ‘“‘inter- 
vened” and how the properties were 
held, outright or through a subsidiary. 
Representative Boggs of Louisiana has 
that 


procedures for determining the year of 


introduced a bill would establish 
loss and allow it as an ordinary deduc- 


tion without regard to formalities of 
organization. 

busi- 
taken 


sequestrators act- 


Under some Cuban labor laws, 
nesses have been intervened, 1.e., 
over by managers or 
ing for the Cuban Government. It is 
doubtful that a is allowable 
held that 


S. Government 


deduction 


in such cases. lt has been 
intervention by the U. 
does not give rise to a taxable deduc- 
tion. Deduction has been denied until 
actual loss or damage to the property. 

Expropriation, on the other hand, 
means an actual loss of title to the prop 
erty. Expropriations under the Cuban 
agrarian reform laws provided for com- 
pensation by issuance of Cuban Govern- 
ment bonds for the properties seized. 
\ppraisals were, however, made at very 


low figures, and most observers say they 


7 The court’s citation of the Hubbard case (17 F. 
Supp. 93, Ct. Cls. 1986) occurred in connection 
with a dictum only. 

8 Rev. Rul. 54-15, 1954-1 CB 129. 

® Brace, 11 TCM 906 (1952). 


have never heard of any bonds being 
actually issued. Some expropriations 
made recently are designated by Cuban 
law as compensable only out of a fund 
to be set aside out of U. S. purchases 
of sugar. Since there are now no pur- 
chases, the fund is nonexistent, and the 
compensation provisions meaningless. 

It seems that the deductible loss is in- 
curred when seizure takes place; there 
is no reasonable prospect of recovery. 

If the property actually seized be- 
longed not to the taxpayer but to a 
subsidiary, the question of loss is cov- 
ered by the provisions dealing with 
worthless securities. No loss is allowed 
unless the stock or security becomes 
wholly worthless. Only if the subsidiary 
is 95%, owned and engaged in an active 
business will the parent’s loss be ordin- 
ary. 

The Treasury has issued no rulings on 
the subject of Cuban losses and is re- 
ported to be unwilling to discuss the 
question. This is an unsatisfactory situa- 
tion in view of the large amounts of 
money at issue, and as a result, Congress 
has interested itself in the problem. 

Representative Boggs has introduced 
HR. 2217, 
property 


dealing with losses from 


directly or indirectly confis- 
cated by the Cuban Government. It is 
intended to assure taxpayer of an ordi- 
nary loss in the year of seizure for prop- 
erty and interests in property seized. 
The bill would establish procedures for 
determining the of seizure. It 


would disregard possibilities of recovery 


year 


and any securities issues by the Cuban 
government as compensation. It would 
treat all losses due to securities’ becom- 
ing worthless as ordinary losses. Finally, 
it would consider all confiscations as 
casualty losses, insuring ordinary losses 


on nonbusiness property. 


U.S. employees of foreign 
governments covered by OASI 


UNITED STATES CITIZENS employed in this 
country by foreign governments or their 
instrumentalities or by certain inter- 
national organizations now have Social 
Security coverage. Recent amendments 
to the Social Security law provide that, 
beginning with the 1960 calendar year, 
these employees will be taxed as though 
they were self-employed, with the first 
tax payment due by April 17, 1961. 

Employees in this group should (1) 
obtain a Social Security number from 
the nearest office if one has not already 
been assigned, and (2) file an income 
tax return on Form 1040, including a 
report of the self-employment tax on 
Schedule C, by April 17, 1961. 

The amount of tax will be 4.5% of 
the earnings received in 1960, up to 
$4,800, for services performed in the 
U. S., Puerto Rico, or the Virgin Islands. 
No tax will be due on earnings under 
$400. bs 


U.S. and Canada both raise 
withholding on dividends 


AFTER CANADA RAISED the withholding 
tax on dividends paid by Canadian sub- 
sidiary corporations to U. S. parents 
from 5% to 15%. the U. S. made the 
same 5% to 15% increase in withhold- 
ing on dividends paid by a U. S. sub- 
sidiary to a Canadian parent. If a 
Canadian subsidiary’s entire net profit 
is paid in dividends to an American 
parent, the total tax paid to Canada 
would be 57.5%. Of $100 of 
profit, $50 would be paid in Canadian 


income tax and 15% 


every 


of the remaining 
$50 ($7.50) as withholding tax on the 
Since the U. S. credit for 
foreign taxes is limited, in effect, to the 
U. S. tax rate, the excess over 52% paid 


dividend. 


to Canada would come from the 
Uncle 


Canadian dividends were the only for- 


tax- 
payer, not from Sam, if such 
eign income received or to be received 
by the taxpayer. Of course, this also 
assumes that the taxable income is de- 
termined to be the same 
both Canadian and U. S. 


Canada has also imposed a new 15% 


amount for 
purposes. 


income tax on profits of unincorpo- 
rated Canadian branches of U. S. busi- 
nesses, except to the extent the profit 
is reinvested in Canada. A 15% tax was 
placed on interest received by U. S. in- 
vestors in Canadian municipal or pro- 
vincial bonds. 
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These changes in Canadian taxation 
do not affect Canadian mutual funds be- 
cause they, as a matter of policy, do not 
pay dividends and, of course, their divi- 
dends would not be payable to parent 
corporations. 

Political and economic observers have 
said that Canadian troubles 
(high unemployment and an adverse 
balance of trade) are the root causes of 
the measures, 


business 


intended to 
in Canada. 


which are 


stem American 


investment 
The tax on investors in 


Canadian municipal bonds seems sure 


American 


to reduce issuance of these securities in 
this country. The worry is that intense 
nationalism and strongly anti-American 
feeling may continue to raise barriers to 
\merican investment in Canada. wv 


New guide for citizens 
abroad is published 


fue IRS has prepared a new edition of 
its Tax Guide for U. S. Citizens Abroad. 
rhe 1960 guide is IRS Publication No. 
54. It explains, for the layman, deduc- 
tions, returns, what kinds of income of 
U. S. citizens earned abroad are exempt 
from U. S. income tax in whole or in 
part, etc. This publication may be ob- 
tained, free of charge, by writing to 
Internal Revenue Service, Forms, P. O. 
Box 1040, New York 14, New York. . 


Australia withholds tax on 
nonresidents’ dividends 


\USTRALIA HAS JOINED THE LIST of coun- 
tries that withhold taxes on dividends 
paid to nonresident shareholders. The 
basic principle of its new system is that 
all dividends paid to nonresidents are 
subject to tax at the flat rate of six shill- 
ings to the pound (30%), withheld at 
the source. Formerly, such dividends 
were taxable only to the extent they 
were paid out of Australian profits, and 
nonresidents received an exemption on 
the first 104 pounds of income from 
sources in Australia. The taxpayer was 
required to file an annual return, show- 
ing his dividends and income, and his 
tax depended upon his bracket. In order 
to retain the benefit of these exemptions 
under the withholding system, the tax- 
payer must file an election stating that 
he chooses to remain on the old basis 
and he must supply the information 
necessary to compute his tax. If it ap- 
pears from this computation that an 
excess of tax has been withheld, a refund 
will be made. 


In those instances where the general 
withholding rate conflicts with inter- 
national treaties covering double taxa- 
tion, the rate is adjusted and U. S., 
Canadian, and United Kingdom share- 
holders will not be taxed more than 15% 
on Australian dividends. Furthermore, 
dividends paid by a nonresident com- 
pany doing business in Australia are 
not subject to withholding, nor are divi- 
dends paid to people conducting busi- 
ness in Australia through a permanent 
establishment, as defined in the treaties 


Malta offers tax 
holiday to new firms 


Matta 1s making a bid for new indus- 
tries by offering an income tax exemp- 
tion for a period which may be as long 
as 10 years. Other financial inducements 
included in its Aids to Industries Ordi- 
nance are exemption from custom duties 
for new plant materials, machinery, and 
certain raw materials; non-repayable 
loans or grants of 30% to 50% of the 
cost of fixed assets; low rentals for estab- 
lished sites; and no local property taxes. 
Skilled labor is plentiful at just over 
half the United Kingdom cost. 

The Maltese Government is making 
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considerable effort to bring these ad- 
vantages to the attention of Americans 
who may be interested in establishing 
business abroad. One source of further 
information on business opportunities 
on the island is Frank-Franklin Asso- 
ciates, 601 North Macquesten Parkway, 
Mount Vernon, N. Y. vw 


Swedish corporate taxes 
explained in pamphlet 


ONE OF THE AMERICAN AUTHORS of the 
authoritative Taxation in Sweden (Har- 
vard World Tax Series) has joined with 
a Swedish lawyer to prepare a concise 
pamphlet in 
Swedish 


English explaining the 
corporate income tax. The 
pamphlet explains how ordinary Swedish 
firms are taxed and devotes much atten- 
tion to the international aspects of the 
Swedish The 
obtained without 
charge from Stockholms Enskilda Bank, 
Stockholm 

The authors are Martin Norr of the 
Massachusetts and New York bars and 
Mr. 
Norr is a member of the staff of Harvard 
Law School and an editor of its World 
Tax Series. ve 


corporate income tax. 


pamphlet may be 


16, Sweden. 


Claes Sanders of the Swedish bar. 





Partner taxed on settlement of part- 
nership dispute with others. 
was a member of a partnership engaged 


‘Taxpayer 
in a venture in 
Alaska with two individuals. Two new 
corporations were formed to take FHA 
construction 


joint construction 


loans; taxpayer received 
the stock of one of these corporations, 
the two individual venturers received 
the stock of the other corporation. A 
controversy arose between the parties, 
and law suits were instituted. In settle- 
ment of these suits, taxpayer and his 
agreed to 
shares of the corporation to the joint 
venture, 


partnership surrender his 
individuals like- 
wise agreed to surrender their shares; 
the joint venture was then dissolved. 
Taxpayer's basis of the shares sur- 
rendered was $37,500, and he received a 
credit of $290,000 on the books of his 
partnership for the surrender. Tax- 
payer reported no income from this 
transaction, and the Commissioner con- 
tended that the difference between his 
basis and the credit was long-term capi- 
tal gain. The court agrees with the 
Commissioner, holding that it makes no 


and the two 


difference whether taxpayer transferred 
the shares directly to the joint venture 
or transferred the shares to his partner- 
ship, which then transferred it to the 
joint venture, since in either case tax- 
payer parted with shares that were used 
in the settlement at a value of $290,000. 
Brady, 35 TC No. 40. 


Partnership liabilities, though not yet 
accrued, affect partner’s basis. Under 
Section 704 of the IRC a partner's basis 
for his partnership interest is affected 
by liabilities of the partnership. The 
IRS rules that for this purpose liabili- 
ties not yet recorded on the books be- 
cause not yet accrued are, nonetheless, 
to be included in the computation of 
the basis of the partners’ interests. Rev. 
Rul. 60-345. 





*kindicates a case or ruling of un- 


usual importance. 


*jndicates a case or ruling having 


some novelty or unusual interest. 




















186 ¢ The Journal of Taxation 


March 1961 


“PROBLEMS & OPPORTUNITIES IN 





Protecting the real estate corporation 


against a charge of undue thinness 


by STANLEY P. WAGMAN 


The tax structure and economic realities encourage substantial debt and relatively 


thin equity in arranging the capitalization of the real estate corporation. Though 


Mr. Wagman points out the factors peculiar to real estate operations that can be 


used to defend it against an IRS charge of excessive debt, the principles involved 


are applicable to closely held corporations in all kinds of business. 


so eiesay RS of real estate corpora- 
tions have strong incentive for mak- 
ing a large part of their investment in 
the company as a loan rather than as 
stock. Though depreciation, particularly 
accelerated depreciation, can sometimes 
eliminate taxable income in early years, 
these methods decline in effectiveness 
each year that the property is operated, 
and before long taxable income appears 
and accumulates.! 

Soon the corporation begins to ap- 
proach the $100,000 it can retain with- 
out fear of the penalty tax.2 Payment of 
dividends to avoid this penalty is far 
from attractive. How much better off 
is the corporation organized with a sub- 
stantial debt. It pays its stockholder- 
creditors deductible interest. In case of 
adversity they have a creditor position. 
At all times they have a fixed return on 


part of their investment and are pro- 


tected in part against poor manage- 
ment. 

In addition, the stockholder-creditor’s 
equity in the corporation is reduced less 
when interest, rather than a dividend, 
is paid. Assume a payment of $1,000. 
The 


$1,000 in either event. However, the de- 


stockholder-creditor would get 
duction available to the corporation for 
the 


dend, would reduce the gross amount of 


the interest payment, unlike divi- 
the corporation’s income subject to tax. 
Such a deduction to a corporation in 
the 52° 


of $520 in tax. Therefore, the value of 


~ bracket would mean a savings 
the corporation and, of course, the stock 
owned would be $520 greater than if a 
dividend had been paid. 


In the usual case, therefore, the close- 
ly held real estate corporation’s debt® to 
its investors exceeds the amounts paid 
in for its stock. Too great an unbalance 
will jeopardize the interest deduction 
because the validity of the debt will be 
questioned. The corporation may be 
thin. Simply stated, the thinness doc- 
trine declares that, where a dispropor- 
tionate investment is made in a com- 
pany’s debt as compared with its equity 
capital, the debt is in reality equity be- 
cause there is (1) no reasonable pre- 
sumption that normal business opera- 
tions can be conducted with such a debt 
burden, and (2) no real expectation 
that the debtor will demand satisfaction 
of the principal amount of the debt 
qua debt.* 

It should be emphasized at the out- 
that 
with the ratio of a corporation’s equity 


set mechanical formulas dealing 


and debt have not been a successful 
measure in establishing the intent of 
the parties in such cases. For example, 
a ratio of 5:1 has been disallowed (Hufj- 
stutler, P-H Memo T.C.954,000) where- 
as a ratio of 22,000:1 has been allowed 
(Truschel, 29 TC 433 (1957)). Such at- 
tempts to establish the relative ‘‘thin- 
ness” of a corporation’s capitalization 
and, inferentially, the effective intent 
of the investor as between equity or 
debt have been rejected by severai 
courts. See Rowan (219 F.2d 51 (CA-5, 
1955)), compare S. 
F.2d 467 (CA-7, 
Estate (239 F.2d 729 (CA-9, 1956)). 

The key to the defense of the real 
estate corporation is found in a careful 


Tarzian, Inc. (240 


1957)), and see Miller 


determination of the equity in the cor- 
poration. That should be determined 
not in terms of book values, particular- 
ly not of heavily depreciated book 
values, but in terms of current market 
value. In this era of rising real estate 
values, what appears to be a small book- 
value equity when compared with the 
debt burden is quite different when 
true values are used. Revising the bal- 
ance sheet to show true value of the 
property will frequently add a substan- 
tial unrealized appreciation to the stock- 
holder's equity and change a very high 
debt-to-equity ratio computed on book 
values into a much more balanced one 
on market values. 

The argument that real rather than 
book values should be used in determin- 
ing thinness is a strong one. See Krafl 
Foods Co. (232 F.2d 118, 125 (CA-2, 


1956)); Miller’s Estate, supra; BMC 
Manufacturing Corp. (1952 P-H TC 
452,106); Cleveland Adolph Mayer 


Realty Corp., hereafter called “C.A.M. 
Realty Corp.” (6 TC 730 (1946)). Un- 
realized appreciation in asset values will 
weigh heavily in determining real values. 
See Kraft Foods Co., supra; Sheldon 
Tauber (24 TC 179 (1955)); Ainslee 
Perrault (25 TC 439, aff'd. 244 F.2d 
408 (CA-10, 1957)); C.A.M. Realty Corp. 

Typically the thinness problem will 
become subject to IRS scrutiny after a 
profitable real estate corporation has 
been in operation for some time. How- 
ever, since real estate investment prop- 
erties can be operated and managed 
with a minimum of working capital and 
the 
stantial regular cash income, investment 


because properties generate sub- 
in additional properties or in a_port- 
folio of marketable securities pending 
the discovery of attractive new proper- 


*It should be 
“intent” 


nature, the 
to be confined 


noted that, by its 
problem would appear 
to the closely held corporation 
some identification between the 
and the 
numbers of unrelated stockholder- 
in publicly 
tions, it would be unreasonable to conclude and 
difficult, if not impossible, to establish upon the 
basis of a mechanical debt-to-equity formula the 
of any intent other than that ex- 
pressed in the actual capitalization instruments. 
1 Availability of mortgage financing permits the 
acquisition of properties substantially greater in 
value than the capital invested in the corporation 
with attendant substantial rent rolls. 

2 See 1954 Code Sections 531 to 537. 

® The form of the debt can be anything from open 
account loans to registered serial debentures. 

4 For a discussion of the general principles and 
problems relative to thin capitalization, see Bitt- 
ker, “Thin Capitalization: Some Current Ques- 
tions,”” 34 Taxes 830 (1956); and Caplin, “The 
Caloric Count of Thin Incorporation,” 17 N.Y.U. 
Tax Inst. 771 (1959). 


where there is 
shareholder, or 
shareholder-creditor, corporate entity. 
large 


creditors 


Given 


existing owned corpora- 
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ties is usual. Revaluing all these proper- 
ties at true market value frequently re- 
sults in a substantial writing-up of the 
stockholder’s equity. 

The ability of a real estate corpora- 
tion to invest in other properties the 
cash generated by the operation of its 
first property and a history of the corpo- 
ration doing just this are strong argu- 
ments in support of the economic valid- 
ity of the original debt capitalization. 
Future growth was expected to provide 
a substantial equity, cushioning and sup- 
porting what at first might appear to be 
too risky an investment to be a real 


debt. 


Some debt may be accepted 


Where the status of “debt” is chal- 
lenged, the court’s judgment may al- 
amount involved between 
debt and capital. In Mill Ridge Coal 
Co. v. Patterson (DC ND Ala., 1958, 
aff'd. 264 F.2d 713 (CA-5, 1959)) aggre- 
gate advances of $296,956.70 had been 


locate the 


made to the corporation. The court in 
structed as follows: 

“... part of it may have been a loan 
and part of it may have been a con- 
tribution to capital... . 

. There is nothing in the world 
to prevent a stockholder from lending 
money to a corporation, even though 
the corporation is organized with wholly 
inadequate capital. A stockholder has a 
right to lend money and to insist that 
he look to the assets of the corporation 
along with other creditors of the corpo- 
ration and not be subordinated to the 
rights of other creditors as he would 
be if he were only a stockholder. 

Of course there is some differ- 
ence, as I see it, in the money the stock- 
holders advance for the purpose of buy- 
ing capital assets, getting a corporation 
on its feet, getting it into operation, 
and money which they advance after it 
starts operating, which we sometimes 


refer to as working capital. There may 


xe a substantial difference. 
. So I am submitting that to you 


o determine if you say all of this was 
not a loan or capital advance, what part 
of it was a loan.” The jury found that 
$115,382.70 represented loans. 

When a series of deductions are being 
questioned, it can be argued that the 
test should be applied to the facts as 
they exist at the time of the payment 
in question. See BMC Manufacturing 
Corp. And where financial contributions 
were made over a period of years, re- 
gardless of the label accorded such in- 


vestments, the over-all capital structure 
should be considered in each payment 
year. In Huffstutler petitioner advanced 
$13,280 to his solely owned corporation 
over a period of years; $3,000 was for 
stock, and the other $10,000 was claimed 
The court determined 
that the original investment needed to 
get the company going was $8,500, and 
therefore, that amount must be equity. 
The remaining $4,730 was determined 
to be a loan. The question arose in 


to be a loan. 


connection with the petitioner’s claimed 
bad debt deduction upon the corpora- 
tion’s insolvency. The $4,730 was al- 
lowed as a nonbusiness bad debt (rather 
than the $10,000 claimed). 
Shaefer (23 TC 638 (1956)), 
formed a company, having paid $14,000 


And in 
petitioner 


for the shares. In order to get financing, 
the corporation had to have $25,000 in 
paid-in capital. Petitioner loaned the 
corporation an additional $11,000, evi- 
denced by a note bearing 6% interest, 
so that the corporation had $25,000 in 
cash. Petitioner also had to promise to 
finish the picture that was to be pro- 
duced by the corporation and to supply 
any additional money over that obtained 


by loan, if 


necessary. The picture was 
more expensive than planned, and _ peti- 
tioner loaned the corporation an addi- 
tional $53,000 to complete the picture. 
Two years later the corporation was in- 
solvent, and petitioner claimed a_busi- 
ness debt deduction of $64,000 (repre- 
senting the original loan of $11,000 and 
the later loans of $53,000). The court 
disallowed the claim of $11,000, holding 
that to be a capital contribution, but 
allowed the $53,000 as a business debt 
deduction. 


Facts surrounding issuance 

A result favorable to the taxpayer is 
not necessarily prevented by the fact 
that a debenture may have been re- 
ceived in exchange for preferred stock 
of the company (John Kelly Co., 326 
U.S. 521 (1946) and see C.A.M. Realty 
Corp.) or that debentures were issued in 
liquidation of open account advances 
(Airlene Gas Co., Inc., — F. Supp. — 
(WD Ky. 1958) and see Carl G. Ort- 
meyer, 265 F.2d 848 (CA-7, 1959)). 

In this regard it is also clear that the 
subordination to general creditors is 
not necessarily indicative of a stock in- 
terest. (Kraft Foods Co.; OPP Holding 
Corp., 30 BTA 337, aff'd., 76 F.2d 11 
(CA-2, 1935); H. R. DeMilt Co., 7 BTA 
7 (1927); John Kelly Co., supra. 

Where the evidence of debt contains 
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[Stanley P. Wagman, a member of the 
New York bar, is associated with the 
New York City law firm of Roberts & 
Holland.| 





all of the characteristics of a debt instru- 


ment, a valid indebtedness may be 
created even if supported by funds 
originally constituting part of the 


debtor’s equity capital (Kraft Foods 
Company v. Comm’r., supra; C.A.M. 
Realty Corp., supra; John Kelly Co.; 
Lansing Community Hotel Corp., 14 
TC 183, aff’d., 187 F.2d 487 (CA-6, 1951); 
Clyde Bacon, Inc., 4 TC 1107 (1945)). 
The 


vestment 


maintenance of a substantial in- 
in the form of equity will 
further support the validity of the debt. 
See Shannon (29 TC 702 (1958)) and 


McDermott (13 TC 468 (1949) acq.). 


Evidence of debt 


We can summarize the test for valid 
debt in this somewhat general language.* 
The obligations should: 

1. be evidenced in documentary form 

2. be for a sum certain 

3. be long-term 

1. have a definite maturity date 
». bear a fixed interest 


rate of pay- 


able at fixed intervals without con- 
tingency or condition. 

It will be very significant if there has 
never been a default in the payment of 
interest or principal or a failure by 
the debenture holders to enforce their 
creditor’ rights. The record should show 
as clearly as possible that intent under- 
that the 


monies represented thereby should not 


lying their acceptance was 
be deemed wholly at risk in the business 
venture and dependent upon its suc- 
cess or failure for the payment of a 
regular return for their use in the ven- 
ture or for the ultimate repayment of 
the principal sum. In addition, it will 
also be significant if a substantial sum 
of preferred and common stock is left at 
risk in the business after the exchanges. 
Finally, it will also be significant if the 
have 


debentures of each corporation 


consistently been recognized and _ac- 
cepted by outside third parties (includ- 
ing banking institutions) and treated by 
the corporation as valid and existing 


debts of that corporation. 


Gooding not contra 


Finally, it is submitted that Gooding 
Amusement Co. (23 TC 408, aff'd., 236 
F.2d 159 (CA-6, 1956), cert. den. 352 
U.S. 1031 (1957)), often relied upon by 
the Government, requires no different 


ase 
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conclusion. In examining the ratio of 
debt to equity, the court turned to the 
intent of the parties, asking whether the 
nominal creditors would ever enforce 
their rights as creditors to the detriment 
of the corporation. Given the unusual 
fact situation in Gooding, this was a 
reasonable question to ask. 

The facts in Gooding were these: A 
partnership operating a traveling amuse- 
ment park business and consisting of 
taxpayer, his wife, and his infant daugh- 
ter transferred certain assets to a newly 
formed corporation in 1946 in exchange 
$49,000 in stock $230,000 of 
short-term judgment notes issued 57% 


for and 
to taxpayer, 29% to his wife, and 14% 
to his daughter. The Internal Revenue 
Service had previously determined that 
the daughter was not a bona fide mem- 
ber of the predecessor partnership, and 
that determination had been accepted. 
Each received a set of five notes due in 
the five succeeding years beginning in 
1947. By the time of the Tax Court trial 
(1954), all but two of the notes were 
past due and had not been paid. The 
two paid notes, issued to taxpayer, were 
paid when he wanted money to invest 
elsewhere. Even open account advances 


made in 1947 were unpaid as late as 


1949. In finding that no valid debt 
existed upon which an interest deduc- 
tion would be allowable, the court 


stressed that at no time in question did 
the noteholders intend to enforce pay- 
ment of their notes or assert the rights 
of bona fide creditors. 

When we regard Gooding not as a 
new departure but rather as a somewhat 
case,5 we still summarize 


unusual can 


our definition of the unacceptably thin 


New decisions on 


March 1961 


corporation as one whose capitalization 
is so heavily weighted with debt that 
normal business operation would be im- 
possible. This is in reality just another 
way of saying that the stockholder credi- 


tors could not have intended to en- 
force their nominal creditor rights 
against the corporation. No matter 


which way the question is viewed, the 
essential point is the reality of the debt. 

With thorough preparation of the 
economic data required, many corpora- 
tions should be able to support deduc- 
tions with respect to interest payments 
made on their debt instruments upon 
the true equity basis together with other 
evidence of intent to create a 
debtor-creditor relationship. In few cases 
should the deduction be entirely 


valid 


un- 
supportable. % 


Sessions on Real Estate 
Investment Trusts being held 


BRIEFING SESSIONS have been held in 
Washingion, D. C., and 
planned for Las Vegas, Nevada, by the 
American Conference of Reai Estate In- 
vestment Trusts. The subjects cover: 


are being 


Forms of Real Estate Investment Trusts; 
Impact and Problems under Securities 
Act and Investment Company Act; Prob- 
The Wash- 
ington sessions consisted of two days of 
lectures and discussion. The Las Vegas 
sessions, now being planned for March 
9 to 12, may be expanded to allow for 
informal 


lems of Federal Taxation. 


more conference among par- 
ticipants. For details, practitioners in- 
terested in attending should write to 
the Conference, 608 Thirteenth Street, 


N.W., Washington 5, D. C. 


exempt institutions 





Reorganized trust qualifies as tax-ex- 
empt. A trust whose income was to be 
applied solely for charitable purposes 
had previously been found to be a feeder 
organization for the years 1943-1947 (231 
F.2d 673, cert. den. 352 U. S. 828). It had 
operated a hotel business. The hotel was 
later leased to an outsider, and the in- 
come of the trust for the years now in- 
volved was limited to rents, dividends, 
interest, and long-term gains on sales 
of securities ‘and realty. The Tax Court 
found that the trust is now entitled to 


tax-exempt status and this court affirms. 


5 Gooding has been readily distinguished. See 


Brown (27 TC 27 (1956), acq. 1957-2 CB 4). 





The earlier determinations no longer 
applied because of the changed facts. 
That the trustees retained the power to 
engage in a trade or business or that 
trust might accumulate income for later 


distribution to charities does not alter 
status. John Danz Charitable Trust, 
CA-9, 11/26/60. 


*Tax-exempt trust purchasing stock to 
provide grantor with capital gain loses 
tax exemption. Taxpayer was organized 
in 1940 to be operated exclusively for 
charitable 1941 the 
Commissioner issued a ruling exempt- 


purposes, and in 


ing taxpayer from Federal income tax. 
In 1945 taxpayer purchased stock of a 








corporation in connection with _ its 
settlement of patent infringement 
claims. The selling stockholders there- 
by obtained capital gains treatment on 
the sale of the stock. The prime mover 
in this transaction was the grantor of 
the trust, who was also a director of 
the trustee of the fund and was a large 
shareholder in the corporation involved. 
The Commissioner in 1948 retroactively 
revoked his ruling and held that, be- 
ginning in 1945, taxpayer was no longer 
exempt from taxation. Taxpayer argued 
that the transaction was highly bene- 
ficial to it and that it has at all times 
been operating exclusively for chari- 
table purposes. Taxpayer also argued 
that, if it is not exempt, then it is en- 
titled to a deduction equal in amount 
to its net income, since under Section 
23(0) a trust is entitled to deduct any 
part of gross income permanently set 
aside for charitable purposes. Taxpayer, 
by its trust instrument, was required to 
pay net income to charity in the year 
earned, but since the 
against taxpayer were greater than its 


taxes assessed 
net income, no amounts were paid to 
charities in the year in issue. The court 
holds that taxpayer lost its tax-exempt 
Status, since the purpose of the stock 
purchase was to permit the selling stock- 
holders to realize capital gains, and al- 
though the purpose was also to build up 
a fund to be used for charitable pur- 
poses, the trust during this time was not 
being operated exclusively for charitable 
purposes as required by the Code. The 
court, however, does the 
table under 
instrument it was required to pay net 
income to charities in the year earned, 
the 
income was paid or permanently set 


allow chari- 


deduction, since its trust 


and therefore, amount of its net 
aside for charitable purposes. Four dis- 
sents would disallow the deduction on 
the ground that no amounts were paid 
or permanently set aside. Leon A. 
Beeghly Fund, 35 TC No. 56. 


Oil payment deals did not affect exemp- 
tion. A foundation was organized by a 
number of Dallas citizens to distribute 
its income to the Sloan-Kettering In- 
stitute for Cancer Research. The income 
of the foundation was realized by deal- 
ing in oil payments, apparently as the 
middleman in ABC The 
holds that the foundation was 
not carrying on a business for profit. Its 
activities did not affect its tax exemp- 
tion. Bright Star Foundation, DC Tex., 
11/25/60. 


transactions. 
court 
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This is an informal exchange of ideas, questions, and comments arising in 


everyday tax practice. Readers are invited to write to the editors: Theodore 


Berger and Burton W. Kanter, 209 South LaSalle Street, Chicago 4, Illinois. 


Is Section 302 applicable to 
a collapsible corporation? 


}N OCCASION your editors even disagree 
with each other. The other day we 
had this question up for discussion. If 
you have a stock redemption that quali- 
fies for capital gain treatment under any 
of the provisions of Section 302, can the 
Section 341 collapsible corporation rules 
apply to convert the (long-term) gain to 
ordinary income? 

The solution to the problem takes 
you through a labyrinth of Code pro- 
visions. Section 341(a) applies to only 
three specifically stated transactions in- 
volving stock of a collapsible corpora- 
tion: (1) a sale or exchange of stock; 
(2) a distribution in complete or partial 
liquidation that is treated under Section 
331 as a payment in exchange for the 
stock; and (3) a distribution treated un- 
der Section 301(c)(3)(A) as a gain from 
the sale of the stock. 

On the other hand, Section 302(a) 
provides that, if on a redemption one 
of the specific provisions of Section 
302(b) applies, the redemption “shall be 
treated as a distribution in part or full 
payment in exchange for the stock.” 
In Section’ 302(d) it is said that, if a 
corporation redeems its stock and if 
Section 302(a) does not apply, the re- 
demption shall be treated as a distribu- 
tion of property to which Section 301 
applies, that is, as a dividend to the 
extent of available earnings and profits. 

Assume a complete termination of a 
shareholder’s interest under Section 
302(b)(3). Can this be said to fit within 
any of the prescribed collapsible cor- 
poration transactions, assuming that the 
corporation is a collapsible corpora- 
tion? 

It is the opinion of Editor Kanter that 
none of the specifically enumerated 
transactions in Section 341(a) apply to 
an ordinary bona fide redemption (de- 
fined in Section 317(b)), except perhaps 


if the redemption also qualifies as a 
partial liquidation subject to collapsible 
treatment. Section 302(a), therefore, 
seems to bypass Section 341 in many 
cases. 

However, Editor Berger is of the 
view that the language of Section 302(a) 
that the redemption shall be treated 
as a distribution in part or full payment 
in exchange for the stock brings the 
transaction within the provision of Sec- 
tion 341(a)(1) as gain from the sale or 
exchange of stock, if the stock is of a 
collapsible corporation. 

The Regulations actually seem to be 
more favorable to the taxpayer than the 
ambiguous wording of the statute. Regs. 
1.341-1, in describing the transactions 
that can give rise to collapsible corpora- 
tion treatment, refers to “the actual 
sale or exchange of stock of a collapsible 
corporation,” A redemption is not gener- 
ally thought to be an actual sale or 
exchange and, therefore, would appear 
not to be within the collapsible rules. 

It is understood, however, that the 
Service does not necessarily adhere to 
this view. It will not rule favorably on 
a proposed redemption under Section 
302 unless it is fully satisfied that the 
redeeming corporation is not a _ col- 
lapsible corporation or unless the ruling 
contains a proviso that it is conditioned 
on the assumption that the redeeming 
corporation is not collapsible. 

What are you thoughts on this ques- 
tion? tr 


Assignment of group life 
policy raises tax issues 


A RECENT OFFICE DISCUSSION concerning 
a planned assignment of a group term 
life insurance policy held by an execu- 
tive of a corporate client under the com- 
pany’s group life plan raised a number 
of interesting tax questions. Consent to 
the proposed assignment had been ob- 
tained from the insurance company, and 
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the assignment was to be made either to 
the executive’s wife or to an irrevocable 
trust, which he would establish for the 
primary benefit of his wife. 

The following questions came up: 

1. Does the fact that the employee 
can terminate his employment and thus 
effectively cancel the policy represent 
the retention of an incident of owner- 
ship, requiring inclusion of the policy 
proceeds in his taxable estate despite 
the transfer? 

2. Does the fact that the typical group 
policy is renewed annually by the em- 
ployer mean that there is in effect an 
annual assignment by the insured? This 
would create a possible contemplation 
of death issue, since the assignment 
would, under such a theory, always be 
within three years of death. 

3. Does the ownership of the policy 
subsequent to assignment by someone 
other than an employee raise any in- 
come tax problems as to the premium 
paid by the employer? 

4. Does the assignment result in a 
taxable gift equal to the value of the 
current year’s premium paid by the 
company? 

We think your comments on_ these 
various points, and any others that come 
to your mind, would be most interest- 
ing to everyone. w 


Queries partnership proposal 
to bar tax-free exchange 


Leroy A. Britt, a Wilmington, Dela- 
ware, attorney, writes: “In connection 
with the problem of W. J. K. of Dallas, 
concerning the tax-free exchange of a 
one-half interest in an apartment build- 
ing for a similar interest in an office 
building [April 1960 column], I believe 
that the Revenue Agent is both right 
and wrong. 

“He is right in that a partnership in- 
terest is not subject to the tax-free ex- 
change provisions of Section 1031. I 
think it is clear from the language of 
Section 1031(a) as a whole, and particu- 
larly from the parenthetical exclusions 
mentioned such as notes, choses 
. or evidence of indebted- 
ness or interests,’ that Section 1031 is 
intended to apply only to tangible prop- 
erty. A partnership interest, as distin- 
guished from property owned by the 
partnership, is, of course, an intangible. 

“However, I believe the Agent is 
wrong in that there is not sufficient evi- 
dence in the problem posed to establish 
a partnership. A partnership relation 


in action. . 
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arises out of a contract. A necessary ele- 
ment of such a’ contract is the intent of 
the parties to create the partnership re- 
lationship (Greenspon (CA-8, 1956), 229 
F.2d 947, citing 68 C. J. S., ‘Partnership,’ 
Section 10, and Culbertson, 337 U.S. 
739, 69 Sup. Ct. 1210, 93 L.Ed. 1659). 
There would seem to be no evidence of 
any intention of the tenants in common 
in this case to form a partnership. Mere 
ownership of property by tenants in 
common does not make them partners in 
the absence of an intention to become 
partners (Coffin (DC Ala. 1954), 120 
F.Supp. 9). Although the Regulations 
(1.761-1(a)(1) [also 301.7701-3—Ed.] in- 
dicate that tenants in common may be 
considered partners if services are per- 
formed, this must be regarded merely 
as a standard to be applied by the Com- 
missioner, and cannot be deemed to be 
conclusive. The question of intention is 
always one fact. In Almy Gilford 
(CA-2, 1953, 201 F.2d 735), the court 
held that in the absence of any showing 
the 


of 


of an intention to be partners, 
holding of business property by tenants 
in common did not make them partners 
for Federal income tax purposes, even 
though the court found that the com- 
mon owners were supplying services to 
tenants, through a managing agent, to 
such an extent that they were engaged 
in a ‘trade or business’ within the mean- 


ing of Section 117(a)(1) of the 1939 
Code. 

“If I were W. J. 
tempt to convince the Agent, based on 
Gilford the 


that furnishing services incidental to the 


K., I would first at- 


and other Federal cases, 
rental of the property did not constitute 
the operation of a partnership business 
or financial operation. If he remains un- 
of the 


involved is not prohibitive, I would ad- 


convinced and the amount tax 


vise the client to pay the assessment and 


sue for a refund in a District Court, 


where a jury trial can be obtained on 
issue of fact as to whether or 


the not a 


partnership was intended. It is ex- 
tremely unlikely that a jury would find 
the existence of a partnership without 


more than is indicated here.” 


Spotlight on Section 367 
shows unusual features 
of 


transactions will be taxable if a foreign 


VARIOUS TYPES normally tax-free 


corporation is involved, unless advance 
approval of the transaction is obtained 


by ruling from the Commissioner. 


Under Section 367 the Commissioner is 
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required to rule either for or against 
the taxpayer and may not refuse to rule, 
as is so often done in other areas where 
there may be a close issue or policies 
that the Service cannot or does not wish 
to resolve for the present. And the ulti- 
mate finding required is whether or not 
the proposed transaction is in pursuance 
of a plan having as one of its principal 
purposes the avoidance of Federal in- 
come tax. Normally, of course, the Serv- 
ice does not consider factual questions 
the proper subject matter for ruling. 
Because of the pendency during the 
past session of Congress of the Boggs 
Bill, H.R. 5, which did not pass and will 
have to be reintroduced into the present 
session of Congress, and because of num- 
erous complaints by taxpayers regarding 
the standards applied by the Service in 
ruling on Section 367 transactions, the 
Service some time ago announced that 
it was restudying various phases of its 
position and program under Section 367. 
Despite this study program, however, 
we know from our own experience and 
other reports that rulings are continu- 
ing to be issued with respect to trans- 
actions involving foreign corporations 
under Section 367. If any of the ex- 
changes described in Sections 332, 351, 
354, 355, 356, and 361 is to be tax-free, 
the Commissioner must be satisfied be- 
fore the exchange that it is not in pur- 
suance of a plan having as one of its 
purposes the of 
Federal income taxes. The Service takes 
the view that it has no authority to ap- 


principal avoidance 


prove the transaction after the exchange. 

The stringency of the Service view 
was indicated to us by a story told 
around Revenue in Washington about a 
taxpayer who had to move goods into 
Canada via truck and was awaiting the 
receipt of a ruling under Section 367. 
Having been warned of the strict view 
of the Service about transferring prop- 
erties to a foreign corporation in con- 
nection with its proposed transaction, 
the taxpayer had its trucks wait near the 
Canadian border for a 48-hour period 
before proceeding to cross the border to 
be certain of actual receipt of the re- 
quired ruling. 

It is probably wise not to carry out 
any step of a transaction that will in- 
volve an exchange subject to the Serv- 
ice’s approval until a favorable ruling 
has been received. 

Sometimes the Service shows unusual 
solicitude for taxpayers, however. As we 
indicated, the Service will issue rulings 
under Section 367 but at the present 


time it will not issue rulings approving 
any reorganization as an “F” reorgan- 
ization under the specific provisions of 
Section 368(a)(F). The Service will rule 


‘on a transaction that is in substance an 


“F” reorganization and hold in the 
proper circumstances that no gain or 
loss will be recognized to the corpora- 
tion or shareholders involved but will 
not hold specifically that the transaction 
is an “F” reorganization. 

The reason for this is that the inter- 
play of technical provisions could work 
a hardship to the taxpayers. In the case 
of an “F” reorganization the part of the 
taxable year of the transferor corpora- 
tion before the reorganization and the 
part of the taxable year of the trans- 
feree corporation subsequent to the re- 
organization constitute a 
able year with respect to which the 
(or surviving) corporation 
must file a tax return. Assume a foreign 


single  tax- 


transferee 


corporation wishes to reorganize into 
a domestic corporation. Some Service 
personnel believe that the income of the 
foreign corporation for the part of the 
year before the reorganization, which 
ordinarily would not be subject to U. S. 
tax because it arises from sources out- 
side of the United States, might never- 
theless be required to be included in 
the return of the domestic company and 
subjected to tax. For the time being, the 
Service will not issue any ruling under 
Section 367 approving the reorganiza- 
tion as an “F” reorganization, pending 
possible changes in the Regulations to 
clarify the situation. bes 


Adjustments required when 
mutual takes over investments 


TAxEs, as we all know, have a way over 
the course of time of molding new forms 
of transactions in the business and _ in- 
vestment world. Two transactions which 
have become popular in recent years 
are: (1) the tax-free conversion of shares 
of a closely held, private investment 
company into mutual fund shares by 
reorganization of the closely held com- 
pany, such as by transferring all of the 
assets of the company into a large, estab- 
lished, publicly held, mutual fund; and 
(2) more reéently, the tax-free conver- 
sion of an individual’s stockholdings 
into shares of a mutual fund by crea- 
tion of a new mutual fund through the 
aggregation of appreciated securities and 
simultaneous exchange of these securities 
for shares in a newly organized corpo- 
ration to be operated as a regulated in- 
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vestment company. (These developments 
have been discussed by Journal editor 
Richard L. Greene in “Tax techniques 
of mutuals’ acquisitions of closely held 
investment JTAX 2 
(1960)). 

\ typical transaction of the first type 


companies,” 13 


might involve a corporation which sold 
afterwards in- 
vested the proceeds of the sale in a port- 


its business assets and 
folio of securities. After an appropriate 
period of time, when its new business of 
investing and reinvesting has been 
established so that it may obtain a rul- 
ing from the Internal Revenue Service 
on the tax-free nature of the proposed 
transaction, it will enter into a contract 
with an established, publicly held, mu- 
tual fund for the acquisition by the 
fund of all its assets. As part of this 
transaction, the closely held private in- 
vestment company will then liquidate, 
distributing the shares of the mutual 
fund and canceling its own shares so 
that the owners of the closely held 
private investment company will then 
end up on a tax-free basis with the 
shares of the mutual fund. 

In these transactions, it is necessary 
for the mutual fund to obtain an ap- 
propriate exemption order from the Se- 
curities and Exchange Commission be- 


fore it may issue its shares. Pursuant to 





Computation of SEC Adjustment in 
Mutual Fund Acquisition 


Assume mutual fund has assets of 
$100 million including unrealized ap- 
preciation of $30 million; private in- 
vestment company has assets of $1 
million including unrealized appre- 
ciation of $700,000. 

\fter acquisition, mutual fund will 
have assets of $101 million and un- 


realized appreciation of $30.7 mil- 
lion, or 32.90%. 

Shareholders of private investment 
company will get shares of mutual 
fund equal to $1 million minus ad- 
justment, X. 

Unrealized appreciation in these 
shares will be .3294 ($1 million—X). 

Unrealized appreciation passed on 
to other shareholders of mutual fund 
equals difference between $700,000 
ind unrealized appreciation in shares 
received in acquisition. 

Adjustment, X, is 12.5% of this 
difference. 

X = .125 [$700,000 
million — X)] 


Solving the equation, X = $48,360. 


3290 ($1 

















its obligations to protect the interests of 
the shareholders of the mutual fund, the 
SEC has established a certain formula 
to be applied in computing the num- 
ber of shares of the fund to be issued 
for the assets being acquired in these 
transactions. 

Since the exchange of fund shares for 
the assets of the other company is tax- 
free to that company and its share- 
holders, the cost basis for tax purposes 
of the assets being acquired by the fund 
will be the same in the hands of the 
fund as in the hands of the other com- 
pany. In view of this, the SEC takes 
the position that the fund is assuming 
the potential tax liability on any built- 
in appreciation in the value of the 
acquired assets. If the number of fund 
shares to be issued for the assets being 
acquired were determined solely by di- 
viding the net asset value per fund share 
at closing into the fair market value of 
the assets being acquired, the potential 
tax liability would be passed on, in large 
part, to the shareholders of the fund, 
present and future (other than the for- 
mer stockholders of the private com- 
pany). This is the SEC position, even 
though it is undoubtedly recognized that 
any shareholder of the fund who re- 
deems his shares prior to disposition of 
the assets so acquired bears no part of 
the potential liability. 

To mitigate the impact of this poten- 
tial tax, the SEC requires an adjustment 
to reduce the value of the assets ac- 
quired by the fund. This adjustment re- 
flects the difference between the taxable 
gain inherent in the assets of the private 
investment company as compared with 
the gain in the mutual fund assets. If 
the private company has 70% un- 
realized appreciation in its assets and 
the mutual fund has 30%, there is a 
40% 
gain, which would penalize the share- 
holders of the mutual fund. The SEC, 
therefore, requires an adjustment of 
12.5% 


this would be the average tax rate at 


differential of potential capital 


(based on the assumption that 


which the capital gain would be taxed 
to the mutual fund shareholders—that is, 
they would have an average income of 
about $10,000) of approximately this 
40%, differential. If the private invest- 
ment company had assets of $1 million, 
this adjustment would be approximate- 
ly $50,000 [see box for computation] 
and the assets would be valued at $950,- 
000 for purposes of the acquisition. 

It does not follow that, if the private 
company had less unrealized apprecia- 
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there 
would be an adjustment in the private 
company’s favor; the chances are there 
would not be. When a person buys mu- 


tion than the mutual fund, 


tual fund shares for cash, he assumes 
a portion of the unrealized apprecia- 
tion of the fund assets but receives no 
adjustment in the net asset value price 
that he pays. 

At the beginning of this item, we men- 
tioned the recent development of the 
creation of new mutual funds which re- 
ceive stock from investors upon incorpo- 
ration rather than cash. Many investors 
who find themselves with too much of 
one stock would like diversification but 
are deterred from selling the stock be- 
cause of the capital gains tax. Typically, 
these investors have a very low basis for 
their shares, which the new mutual fund 
will take over. The mutual fund wiil, 
therefore, have unrealized appreciation 
of perhaps 80% or more at the outset. It 
would, therefore, seem that these funds 
are in a unique position to attract mer- 
ger situations in the future. Since their 
unrealized appreciation is abnormally 
high, a private company with similarly 
high unrealized appreciation in_ its 
assets might be able to merge with these 
funds at some future date, without the 
severe impact the 12.5% discount rule 
would have if it merged with a conven- 
tional mutual fund. 





CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and similar 
items. Rate per insertion: 60¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50th 
Street, New York 22. Replies should 
also be sent to this address. 











ATTORNEY Extensive experience in tax 
planning, corporate reorganizations, acquisi- 
tions, Federal, State, local, and foreign taxa- 
tion. Accounting degree. Desires to relocate 
permanently with tax department of corpo- 
ration or law firm. Excellent references. De- 
tailed resume available. Box 524. 


TAX ATTORNEY — ACCOUNTANT — 5 
years experience. All phases taxation, pres- 
ently accounting, law instructor N.Y.C, uni- 
versity, available PER DIEM assisting 
attorneys, accountants in research, account- 
ing, tax returns, etc. Box 525. 


TAX ATTORNEY, age 33, four years diver- 
sified experience with Regional Counsel, 
IRS, seeks position with law firm or cor- 
poration. Resume upon request. Box 526. 
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CUMULATIVE INDEX 


This index includes material published in The Journal of Taxation 
in recent months, plus major books and pamphlets currently useful. 
Average length of cumulation of listing is six months, though older 
items will be retained if they are the most recent significant discus- 


sion of that subject. 


ACCOUNTING—BOOKS 

Oehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 

Peel Jr., Fred W, Consolidated Tax Re- 
turns, Callaghan & Co. (Chicago, 
1959) $20. 


Wriggins J C & G B Gordon, Repairs 
vs. Capital Expenditures, Ronald 
Press Co. $10.00. Tax practitioners 
featuring tables of cases, showing 
taxpayer’s arguments and court’s find- 
ings 


ACCOUNTING—ARTICLES 


Amortization of 


leasehold costs, pro- 
posed regulations criticized, 13JTAX 
362, Dec60. 
Appreciated property, some uses of, 
bring realization of gain and tax, 
14JTAX77, Feb61. 


Consolidated returns, cryptic ruling on, 
attempts to block tax avoidance, Leon 


Hariton, 13JTAX262, Nov60. 

Covenant not to compete, tax on, will 
be fixed if business sale is well 
planned, Richard J. Barnet, 13JTAX 
58, Dec60. 

Depletion, Supreme Court, in Cannel- 
ton, plus new law, brings radical 
change in, 13JTAX67, Aug.60 

Depreciation, Supreme Court rules on 
meaning of useful life and salvage 


value for, 
Aug.60 

Depreciation changes, ABA Tax Section 
may urge; replacement and salvage 
affected, 183JTAX147, Septé60. 

Depreciation changes, ABA Tax Section 
rejects most proposed, 13JTAX232, 
Oct60 

Depreciation changes, Treasury com- 
mences survey of, 13JTAX144, Septé60. 


Myron Semmel, 13JTAX66, 


Dividends, IRS denies credit for, paid 
over by short seller to stock lender, 
Leon Hariton, 183JTAX69, Aug.60 

Equipment lessees can schedule pay- 
ments, and deductions, to avoid 
tax hazards, Frank K. Griesinger, 
13JTAX226, Oct60 


Installment status of sale, payments by 
buyers on assumed mortgages can en- 


danger, Robert D. Miller, 13JTAX231, 
Oct60 

Intercompany distributions, Code and 
consolidated Regulations conflict on 
basis after, Leon Hariton, 14JTAX74, 
Febé61. 

Interest, is it deductible only if the 
debt has a nontax profit purpose? 
William H. Harrar, 13JTAX258, Nov 
60. 

Inventory contributions, valuing at mar- 
ket for tax benefit opposed by 
Kefauver, 14JTAX78, Feb61. 

Leased property, new Regulations clar- 


ify loss on demolition of, William L. 
Raby, 13JTAX227, Oct60. 

Liro changes need IRS approval, says 
Tax Court in Harmon, Nicholas T. 
DeLeoleos, 183JTAX143, Sept60. 

Liro inventories involuntarily liquidated, 
Tax Section recommends relief for, 


18J TAX232, Oct60. 

Loans, Supreme Court, deciding Knetsch 
narrowly, leaves question of 3-way 
loans unanswered, 14JTAX5, Jan61. 


Municipals, is the tax exemption threat- 
ened? 13JTAX361, Dec60. 

Natural gas tax benefits cut costs for 
rate purposes, 13JTAX268, Nov60. 
Net lease income is taxable as unrelated 
business income, 13JTAX229, Oct60 
Prepaid income, Streight and Schlude 
fail to follow Bressner analysis of, 
John M. Sullivan, 14JTAX2, Jan.61. 
Property tax, Code now denies double 
deduction for; other new provisions 

in new laws, 13JTAX266, Nov60. 
Revolving credit account, when is it an 
installment account for taxes? Joseph 


M. Mero, 13JTAX361, Dec60. 
Stock warrants, package deal is best for 
lender taking, to sweeten a loan 


— E. Osborn, 183JTAX354, Dec 


Sublet leasehold, sale of, is capital gain; 


Tax Court reversed, Comment by 
Raymond Rubin, 13JTAX267, Nové60. 
Tax v. business accounting, CA-2, de- 





ferring accrual despite payment, splits 
on, 13JTAX230, Oct60 

Vacation pay swept under the rug 
again, 18JTAX148, Sept60. 


COMPENSATION—BOOKS 


Gordon G B, Profit Sharing in Business 
and Estate Planning. A _ study of 
profit-sharing from the viewpoint of 


employer and employee, covering 
benefits, kinds of plans, financial, 
legal and tax problems. Farnsworth 


Publishing Co., Inc. $3.50. 

Rice L L, Basic Pension and Profit- 
Sharing Plana, Committee on Con- 
tinuing Legal Education (Philadel- 
phia, 1957) 148pp, $3.00 


COMPENSATION—ARTICLES 


Commissions on sales to himself, cases 
taxing an employee on, threaten other 
fringes, by James S. Eustice, 13 
JTAX322, Dec60. 

Congressional tax committees, election 
put 4 new men on, 14JTAX26, Jan61. 

Drysdale deferred-compensation trust 
idea strengthened, 13JTAX177, Sept 
60. 


Employee thrift plans: a popular extra 
in the profit-sharing package, /sidore 
Goodman, 14JTAX20, Jan61. 

Options outside 421, Regs. on, apply to 
employees only, 18JTAX293, Nov60. 

Pensions costs, slow vesting can cut, but 
IRS opposes it for small firms, Harold 
W. Chatterton, 13JTAX218, Oct.60. 

Section 421, IRS won’t bar retroactively 
options tied to its valuations, 13 
JTAX177, Sept60. 

Stock option plans, SEC division report 
scores, 183JTAX293, Nové60. 

CORPORATIONS—ARTICLES 

Business purpose, must 
have? 13JTAX347, Dec60. 

Capital gain allowed in partial liquida- 
tion, 183JTAX245, Oct60 

Collapsibility, post-construction decision 
to sell avoids, CA-3 says, James T. 
Wilkes, Jr., 18JTAX244, Oct60. 

Exchanges with foreign corporations, 
how the IRS regards: Section 367 
rulings, by Frances B. Rapp, 13 
JTAX344, Dec60. 
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